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Planning your question practice 

Our guidance from page (xvii) shows you how to organise your question practice, either by attempting questions 
from each syllabus area or fay building your own exams - tackling questions as a series of practice exams. 



Using your BPP Learning Media products 

This Kit gwes you the question practice and guidance you need in the exam. Our other products can also help you pass: 



Learning to Learn Accountancy gives further valuable advice on revision 
Passcards provide you with clear topic summaries and exam tips 
Success CDs help you revise on the move 
i-Pass CDs offer tests of knowledge against the clock 



You can purchase these products by visiting www b pp co m/my b pp . 
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Helping you with your revision - the ONLY F7 Practice and 

Revision Kit to he reviewed hv the examiner! 



BPP Learning Media - the sole Platinum Approved Learning Partner 
content 



As ACCA's sole Platinum Approved Learning Partner- content, BPP Learning Media gives you the unique 

opportunity to use examiner-reviewed revision materials tor the 201 1 exams. By incorporating the examiner's 
comments and suggestions regarding syllabus coverage, the BPP Learning Media Practice and Revision Kit 
provides excellent, ACCA-approved support for your revision. 



Tackling revision and the exam 



Using feedback obtained from ACCA examiners as part of their review: 

• We look at the dos and don'ts of revising tor, and taking, ACCA exams 

• We focus on Paper F7: we discuss revising the syllabus, what to do (and what not to do) in the exam, how to 
approach different types of question and ways of obtaining easy marks 



Selecting questions 



We provide signposts to help you plan your revision. 

• A full question index 

• BPP's question plan highlighting the most important questions and explaining why you should attempt them 

• Build your own exams, showing how you can practise questions in a series of exams 



Making the most of question practice 



At BPP Learning Media we realise that you need more than just questions and model answers to get the most from 
your question practice. 

• Our Top tips included for certain questions provide essential advice on tackling questions, presenting 
answers and the key points that answers need to include 

• We show you how you can pick up Easy marks on some questions, as we know that picking up all readily 
available marks often can make the difference between passing and failing 

• We include marking guides to show you what the examiner rewards 

• We include examiners' comments to show you where students struggled or performed well in the actual exam 

• We refer to the 201 BPP Study Text (for exams in 201 1 ) for detailed coverage of the topics covered in 
questions 

• In a bank at the end of this Kit we include the examiner's answers to the June and December 201 papers. 
Used in conjunction with our answers they provide an indication of all possible points that could be made, 



Attempting mock exams 



There are three mock exams that provide practice at coping with the pressures of the exam day. We strongly 
recommend that you attempt them under exam conditions. Mock exams 1 and 2 reflect the question styles and 
syllabjs coverage of the exam; Mock exam 3 is the December 2010 paper. 



Using your BPP Learning Media Practice and Revision Kit 
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Revising F7 



IMPORTANT INFORMATION REGARDING THE F7 UK PAPER 



If you are sitting the F7 UK paper, 90% of the marks on your paper will be for questions based on International 
Standards. For the remaining 10% we are producing a supplement detailing areas of difference between 
International and UK standards on which you could be tested. This will be available tree at: www.bpp.com/acca-f7- 
updates-uk _ However, your first priority should be the 90%, so you should begin by working through this kit. 



Topics to revise 



What we do know about F7 is that Question 1 will be a consolidation question. This can be a statement of financial 
position or income statement or both, and it will probably include an associate, so be prepared for all of this. 
Therefore you must revise all the consolidation workings, and you must know how to account for an associate. All 
questions are compulsory. 

Question 2 will be a single company accounts preparation question. This allows the examiner to bring in more 
complex issues that he would not test in the consolidation question. Make sure you can deal with finance leases, 
deferred tax, calculating finance costs using the effective interest rate, prior period adjustments, discontinued 
operations and construction contracts. 

Anoe+irtn ^ luill Ka An ct^tflmantp t\$ /vac-h {Iaum at irrtornra+at iAn ni ■^rfAimtc Van haixo eturlio-H k*vfrh A*f f hoeo 3+ C'S pa 



iniangime assets, era, provisions ana reguiaiory issues, inese are an iiKeiy lopics tot questions * ana 3. 

There will be a certain amount of discussion in some of the questions, so be prepared to write about financial 
reporting topics, such as the Framework or specific accounting standards. 



Question practice 



This is the most important thing to do if you want to get through. All otthe most up-to-date exam questions from 
the previous syllabus and all the F7 questions to date are in this kit. Practice doing them under timed conditions, 
then go through the answers and go back to the study text for any topic you are really having trouble with. Come 
back to a question week later and try it again - you will be surprised at how much better you are getting. Be very 
ruthless with yourself at this stage - you have to do the question in the time, without looking at the answer. This 
will really sharpen your wits and make the exam experience less worrying. Just keep doing this and you will get 
better at doing questions and you will really find out what you know and what you don't know. 
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If you have honestly done your revision then you can pass this exam. What you must do is remain calm and tackle 
it in a professional manner. The examiner stresses a number of points which you should bear in mind. 

• You must read the question properly. Students often fail to read the question properly and miss some of the 
information. Time spent reading the question a second time would be time well spent. Make yourself do this, 
don't just rush into it in a panic. 

• Workings must be clear and cross-referenced. If the marker can read and understand your workings they 
can give you credit for using the right method, even if your answer is wrong. If your answer is wrong and 
there are no workings, or they are illegible and incomprehensible, you will get no marks tor that part of the 
question. 

• Stick to the timings and answer all questions. Do not spend too long on one question at the expense of 
others. The number of extra marks you will gain on that question will be minimal, and you could have at 
least obtained the easy marks on the next question. 

• Do not neglect the short parts of the question. If you get a 20-mark consolidation with a 5- mark discussion 
topic at the end, leave time for that last part. You can't afford to throw away 5 marks. 

• Make sure you get the easy marks. If an accounts preparation question contains something that you are 
unable to do, just ignore it and do the rest. You will probably only lose a tew marks and if you start trying to 
puzzle it out you might waste a lot of minutes. 

• Answer the question. In a discussion-type question you may be tempted to just write down everything you 
know about the topic. This will do you no good. The marking parameters for these questions are quite 
precise. You will only get marks for making points thatanswerthe question exactly as it has been set. So 
don't waste your time waffling - you could be scoring marks somewhere else. 

Note that you have 15 minutes reading time at the start of this exam, during which you are allowed to make notes 
on the question paper. Use this to read the questions carefully and underline important points. Make note of any 
points that occur to you which you may otherwise forget. Get really familiar with the paper and focus on what you 
can do, not the bits you think you can't do. 

Gaining the easy marks 

The first point to make is that you do not get any marks for just writing down the formats for a financial statement. 
But, once you have put the formats down, you are then in a position to start filling in the numbers and getting the 
easy marks. Also, correct formats will give you a guide so that you don't miss things. For instance, it's easy to 
forget about the non-controlling interest in a group income statement. So that's a good place to start. 

Having put down the formats, then go through the workings and slot in the figures. Make sure you get in all the 
ones you can do easily. Complicated parts are well worth doing if you are able to do them -the re will be marks for 
those. Complicated parts which you don't know how to do are best left alone. 



what judgements can be made. So go through the information critically and see which ratios are actually relevant. 
Then calculate them and say something sensible about them. 
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Exam information 

Format of the exam 

All questions are compulsory. 



Questions 1-3; 25 marks each 
Question 4 
Question 5 



Time allowed: 3 hours plus 15 minutes reading time 



Number of 

marks 

75 

lb 
JO 
100 



December 201 D 

1 Consolidated statement of comprehensive income and statement of financial position - parent 
and subsidiary 



Marks 
25 



Analysis of financial performance including ratios 
Scenario question on changes in accounting policies 
Scenario question on restructuring 



25 

15 

JO 

100 



June 2010 

1 Consolidated statement of financial position including associate 

2 Prepare income statement and statement of financial position from trial balance 

3 Statement of cash flows and comment on liquidity 

4 S u bstance ove r form scenario questio n 

5 Scenario question on borrowing costs 



Marks 
25 

25 
25 
15 

JO 
100 



December 2009 

1 Consolidated income statement including associate 

2 Single company statement of comprehensive income and statement of financial position 

3 Mixed question on non-current assets, cash flows and ROCE 

4 Scenario question on assets 

5 Scenario question on EPS 



Marks 
25 

25 

25 

15 

JO 

100 
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June 2009 

Marks 

1 Consolidated statement of financial position including associate 25 

2 Prepare income statement and statement of financial position from trial balance 25 

3 Statement of cash flows and comment on ratios 25 

4 IAS 1 scenario question 15 

5 Financial statement extracts for complex asset 10 

100 

Examiner's comment. The overall performance of candidates in this paper was poor. A significant number of 
candidates did not attempt either or both of Questions 4 and 5. Answers to sections of the paper requiring written 
comment, interpretation or analysis were weak or non-existent. 



December 2008 

Marks 

1 Consolidated income statement and statement of financial position 25 

2 Single company statement of comprehensive income, statement of changes in equity and 

statement of financial position 25 

3 Ratio analysis and comparison of performance for two companies 25 

4 Discussion and scenario on provisions 15 

5 Non current asset and depreciation - financial statement extracts _J0 

100 

Examiner's comment. There was a generally improved performance at this diet but some areas still need 
improvement. The best answered sections of the paper were the computational elements, the analysis and 
discursive areas were much weaker. Some candidates wasted time producing ever-elaborate workings and 
unnecessary journals which were confusingly presented. This made their scripts very difficult to mark. 



June 2008 

Marks 

1 Consolidated income statement plus calculate goodwill on acquisition and discuss treatment of 
associate 25 

2 Redraft financial statements 25 

3 Statement of cash flows and comment on cash flow management 25 

4 Explain qualitative characteristics and apply to inventory 15 



Examiner's comment I am disappointed in the overall performance of candidates. Answers were weak in sections 
requiring written comment and analysis, which accounted for 33 marks. The first two questions were done quite 
well. In question 3 candidates often scored well on the cash flow statement but the interpretation was generally 
weak. Question 4 was mixed, Question 5 on the financial instrument was very badly answered by most candidates. 
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December 2007 

Marks 

1 Consolidated statement of financial position including associate 25 

2 Single company accounts preparation question 25 

3 Performance appraisal including calculation of ratios 25 

4 Discussion of 'faithful representation' and leasing scenario 15 

5 Discussion and scenario on development expenditure 10 

100 



Examiner's comments. The overall pass rate for this paper was disappointing. Performance was poor on questions 
requiring written comment and analysis. Many candidates did not answer the question that was asked. The first two 
questions were generally done well. Candidates did well on the ratios in Question 3, but their analysis was poor. 
Questions 4 and 5 were not well done. 



1 Consolidated statement of financial position including associate 25 

2 Single company accounts preparation question 25 

3 Performance appraisal including calculation of ratios 25 

4 Discursive question on qualitative characteristics of financial information including short scenario 1 b 

5 Construction contract 10 

100 
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Analysis of past papers 



Below provides an overview of the syllabus and details of when each element has have been examined. Further 
details are included in the relevant chapter of the knowledge bank. 



Covered in 
text chapter 
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A AC ONCEPTUAL FRAM E WORK FOR 
FINANCIAL REPORTING 










1 The need for a conceptual framework 










1i Understandability, relevance, reliability 
and comparability 

- Framework qualitative 
characteristics 

- Accounting policies, changes in 
accounting estimates and errors 

1 Recognition and measurement 
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Q4(a) 










04(a) 


15 The legal versu s the com mercia I view 
of accounting 
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22 Alternative models and practices 
(accounting for inflation) 
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1 The concept of faithful representatio n ' 
('true and fair view') 




04(a) 













fi A REGULATORY FRAMEWORK FOR 
FINANCIAL REPORTING 








2 Reasons for the existence of a 
regulatory framework 








2 The standard setting process 




23 Specialised, not-for-profit and public 
sector entities 





21 Statem e nts of cas h f lo ws 

4 Tangible non-current assets 

- Property, plant and equipment Q2 

- Investment properties 

- Government grants 

- Borrowing costs 

5 Intangible assets 
12 Inventories and construction contracts 02, Q5 
14 Financial assets and financial liabilities 

- Fair value through profit or loss 

- Amortised cost 02 

- Convertible debt 
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Q5(a){b) 



01(a) 
Q2 



Q3 
Q2 
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03(a) 
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02 
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02,03 
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C FINANCIAL STATEMENTS (CONT'D) 
16 Leases 

13 Provisions, contingent liabilities and 

contingent assets 
6 Impairment of assets 

- Group accounting 

- Other 



04(b) 



03(a) 



04(b) 



02,04 



01(a) Q1(a) 





01(a) 01 (i 
Q2.Q4 





- Deferred tax 


Q2 


Q2 


Q2 


02 


Q2, 04(b) 


02 


Q2 


3 


Regulatory requirements relating to the 


















preparation of financial statements 
















- Income statement 


02 


Q2W 


02(a) 








02(a) 




- Statement of comprehensive 








02(a) 
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income 


















- Statement of financial position 


Q2 


Q2(b) 
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02(c) 
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02(b) 




- Statement of changes in equity 


Q2 
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Reporting financial performance 
















7 


- Discontinued operations 
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- Non-current assets held for sale 














02 
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- Earnings per share 




02(c) 








05 





D BUSINESS COMBINATIONS 
















8 The concept and principles of a group 


01(a) 




01(c) 








9 The concept of consolidated financial 
statements 




01(b) 










Q1(b) 


Preparation of consolidated financial 
















statements: 
















10 - Consolidated income statement 
10 - Consolidated statement of 




01(a) 


01(b) 


01(a) 
01(b) 


Q1 


01(b) 




comprehensive income 
9 - Consolidated statement of financial 


01(b) 




01(b) 




01 


01(a) 


01(a) 


position 
11 - Associates 


Q1(b) 


01(a) 


01(b) 




01 


01(b) 


01(a) 



E ANALYSING AND INTERPRETING 
FINANCIAL STATEMENTS 








20 Limitations of financial statements 








19 Calculation and interpretation of 
accounting ratios and trends to 
address users' and stakeholders' needs 

20 Limitations of interpretation techniques 


Q3(a)(b) 


Q3(a)(b) 


03(b) 


Q3(a)(b) Q3(b) Q3(b) Q3(a)(b), 




Q3(c) Q4 Q5 
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Planning your question practice 



We have already stressed that question practice should be right at the centre of your revision. Whilst you will spend 
some time looking at your notes and Paper F7 Passcards, you should spend the majority of your revision time 
practising questions. 

We recommend two ways in which you can practise questions. 

• Use BPP Learning Media's question plan to work systematically through the syllabus and attempt key and 
other questions on a section-by-section basis 

• Build your own exams - attempt questions as a series of practice exams 

These ways are suggestions and simply following them is no guarantee of success. You or your college may prefer 
an alternative but equally valid approach. 

BPP Learning Media's question plan 

The BPP Learning Media plan below requires you to devote a minimum of 30 hours to revision of Paper F7. Any 
time you can spend over and above this should only increase your chances of success. 

Step 1 Review your notes and the chapter summaries in the Paper F7 Passcards for each section of the 
syllabus. 

Step 2 Answer the key questions tor that section. These questions have boxes round the question number 

in the table below and you should answer them in full. Even if you are short of time you must attempt 
these questions if you want to pass the exam. You should complete your answers without referring to 
our solutions. 

Step 3 Attempt the other questions in that section. 

Step 4 Attempt Mock exams 1, 2 and 3 under strict exam conditions. 
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Planning your question practice 



2D11 
Passcards Questions 
Syllabus section chapters in this Kit Comments 




The conceptual 
framework 


1 


1.*H 


Peterlee is a straightforward question on the Framework 
and Derringdo gets you to apply the Framework to the 
issue of revenue recognition. Make sure you do Porto 
from the pilot paper. 


□ 


The regulatory 


2 


5 


This question covers a lot of material and is good 


□ 



published financial 
statements 




L^JLU 




the most recent. 


i i 


Non-current assets 


4 


17 


21 




Broadoak is a full question on IAS 16, so make sure you 
do it. The other questions reflect what you may see for 
a 1 or 1 5-mark question. 


□ 


Intangible assets 


5 


23 


,24 


Dexterity is a 25-rnark on goodwill and intangible assets, 
so it covers a lot of ground. Darby is a recent question. 


□ 


Impairment of 
assets 


6 


- 


26 


Wilderness is an excellent question on impairment. See 
if you can do it in the time. 


□ 


Reporting financial 
performance 


7 


- 


30 


Partway is a recent question on discontinued operations. 


□ 


Introduction to 
groups 


8 


32, [33] 


Question 27 is a good preparation question on the 
basics. Question 28 looks at the effect of related parties 
on group accounts. This is the context within which the 
examiner will examine related parties. 


□ 


The consolidated 
statement of 
financial position 


9 


34,3 


5, 36 




Highveldt does not require the whole position statement, 
but gets you to produce the key workings. Pedantic is 
from the December 2008 paper. 


□ 


The consolidated 
statement of 
comprehensive 
income 


10 


37, 3< 


), 4C 




Start with the preparation question, and then do Pandar, 
which is a recent question. 


□ 


Accounting for 
associates 


11 


41 

46 


,42 

47 




Do the two preparation questions first and then 
Pacemaker and Picant, which are the latest exam 
questions. 


□ 


Inventories and 

construction 

contracts 


12 


48,4 


9, 50 




Start with the preparation question and make sure you 
also do Linnet and Beetie. 


a 


Provisions, 
contingent liabilities 
and contingent 
assets 


13 


51 


53 




Make sure you do Bodyline, which is a full question on 
provisions. Promoil is a good example of a 1 5-mark 
question from the December 2008 paper. 


a 


Financial assets and 
financial liabilities 


14 


55 


56 




Both of these questions cover calculation of interest 
costs. Make sure you can do them. 


□ 


The legal versus the 


15 


[58 


lfSl 




These are good questions on the application of 


n 



a 














Leasing 


16 


61,62, 


63 




These are all short questions. Do them all. 


□ 
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PasscarrJs 


Questions 


Done 


Syllabus section chapters in this Kit 


Comments 


Accounting for 
taxation 


17 


64 66 Do the preparation question. Question 66 is good 
practice tor a question on deferred tax. 


r 


Earnings per share 


18 68, 6< 


j Question 69 is part of a recent exam question, so good 
practice. 


□ 


Analysing and 
interpreting 
financial statements 

Limitations of 
financial statements 
and interpretation 
techniques 


19 




71 1 72 You must do Victular and Crosswire, which are recent 
questions. 


D 


20 




73 7 


6 


Waxwork and Harbin are the most recent questions. 


□ 


Statements of cash 
flows 


21 77, 


82 


83 Do the preparation question and Deltoid and Coaltown, 
which are the most recent questions. 


□ 


Alternative models 
and practices 


22 85 Update is a typical question on this area. 


a 


Specialised, not-for- { 23 86 You will not get a full question on this. The examiner 
profit and public has stated that this part-question in the pilot paper is 
sector entities typical of how it will be examined. 


a 
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Build your own exams 



Having revised your notes and the BPP Passcards, you can attempt the questions in the Kit as a series ot practice 
exams. This is our suggestion: 



uuestion 


i 


I 


j 


4 


s 


t> 


1 


43 


38 


3d 


44 


46 


45 


2 


7 


8 


9 


10 


11 


6 


3 


71 


74 


n 


78 


79 


80 


4 


4 


52 


53 


63 


76 


55 


5 


19 


20 


22 


56 


66 


33 



We have selected these questions on the following basis: 

* Question 1 will be a consolidation 

* Question 2 will be an accounts preparation question 

* Question 3 will be a statement of cash flows or an interpretation of accounts question 

* Questions 4 and 5 will test other areas of the syllabus 

December 2009 Paper: 14, 24, 40, 69, 72 
June 2010 Paper: 15, 21 , 47, 59, 83 
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1 Peter lee (2.5 6/06) 23 mins 

(a) T h e I AS B ' s Frame work for the preparation and presentation of financial statements ( F ra mework) sets out the 
concepts that underlie the preparation and presentation of financial statements that external users are likely 
to rely on when making economic decisions about an entity. 

Required 

Explain the purpose and authoritative status of the Framework. (5 marks) 

(b) Of particular importance within the Framework are the definitions and recognition criteria for assets and 
liabilities. 

Required 

Define assets and liabilities and explain the important aspects of their definitions. Explain why these 
definitions are of particular importance to the preparation of an entity's statement of financial position and 
income statement. (8 marks) 

(Total = 13 marks) 

2 Derringdo (2.5 6/03 part) 20 mins 

Revenue recognition is the process by which companies decide when and how much income should be included in 
the income statement. It is a topical area of great debate in the accounting profession. The IASB looks at revenue 



** ,,;.-,v, Tkr 



accounting oianaaras. 
Required 

(a) Explain the implications that the lASB's Framework for the Preparation and Presentation of Financial 
Statements (Framework) and the application of substance over form have on the recognition of income. Give 
examples of how this may conflict with traditional practice and some accounting standards. (6 marks) 

(b) Derringdo sells goods supplied by Gungho. The goods are classed as A grade (perfect quality) or B grade, 
having slight faults. Derringdo sells the A grade goods acting as an agent for Gungho at a fixed price 
calculated to yield a gross profit margin of 50%. Derringdo receives a commission of 12-5% of the sales it 
achieves for these goods. The arrangement for B grade goods is that they are sold by Gungho to Derringdo 
and Derringdo sells them at a gross profit margin of 25%. The following information has been obtained from 
Derringdo's financial records: 

Inventory held on premises 1 April 20X2 

Goods from Gungho year to 31 March 20X3 

Inventory held on premises 31 March 20X3 

Required 

Prepare the income statement extracts tor Derringdo for the year to 31 March 20X3 reflecting the above 
information. (5 marks) 

(Total = 11 marks) 





$'000 


-A grade 


2,400 


- B grade 


1,000 


-A grade 


18,000 


- B grade 


8,800 


-A grade 


2,000 


- B grade 


1,250 
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Questions 



(a) The qualitative characteristics of relevance, reliability and comparability identified in the lASB's Framework 
or the preparation and presentation of financial statements (Framework) are some of the attributes that make 
financial information useful to the various users of financial statements. 

Required 

Explain what is meant by relevance, reliability and comparability and how they make financial information 
useful. (9 marks) 

(b) During the year ended 31 March 20X6, Porto experienced the following transactions or events: 

(i) Entered into a finance lease to rent an asset tor substantially the whole of its useful economic life. 

(ii) The company s income statement prepared using historical costs showed a loss from operating its 
hotels, but the company is aware that the increase in the value of its properties during the period far 
outweighed the operating loss. 

Required 

Explain how you would treat the items above in Porto's financial statements and indicate on which of the 
Framework's qualitative characteristics your treatment is based. (4 marks) 

(Tolal = 13 marks) 

4 Concepts (6/08) 27mins 

(a) The I ASB' s F ra mework for the Pre paratio n and Pre sentation of Fi nancia I State ments requ i res f i nan c ial 
statements to be prepared on the basis that they comply with certain accounting concepts, underlying 
assumptions and (qualitative) characteristics. Five of these are: 

Matching/accruals 
Substance over form 
Prudence 
Comparability 
Materiality 

Required 

Briefly explain the meaning of each of the above concepts/assumptions. (5 marks) 

(b) For most entities, applying the appropriate concepts/assumptions in accounting for inventories is an 
important element in preparing their financial statements. 

Required 

Illustrate with examples how each of the concepts/assumptions in (a) may be applied to accounting for 
inventory. (10 marks} 



5 Regulatory framework (2.5 1 2/04 amended) 45 mins 

Historically financial reporting throughout the world has differed widely. The IFRS Foundation (formerly the 
International Accounting Standards Committee Foundation {IASCF)) is committed to developing, in the public 
interest, a single set of high quality, understandable and enforceable global accounting standards that require 
transparent and comparable information in general purpose financial statements. The various pronouncements of 
the IFRS Foundation are sometimes collectively referred to as International Financial Reporting Standards (IFRS) 
GAAP. 
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Required 

(a) Describe the functions of the various internal bodies of the IFRS Foundation, and how the IFRS Foundation 
interrelates with other national standard setters. (1 marks) 

(b) Describe the IFRS Foundation's standard setting process including how standards are produced, enforced 
and occasionally supplemented. (1 marks) 

(c) Comment on whether you feel the move to date towards global accounting standards has been successful. 

(5 marks) 

(Total = 25 marks) 

6 Winger (2.5 pilot paper amended) 45 mins 

The following list of account balances relates to Winger at 31 March 20X1 . 

$000 $'000 

Sales revenue (note a) 358,450 

Cost of sales 185,050 

Distribution costs 28,700 

Ad m i ni stratio n ex pe n ses 1 5,000 

Lease rentals (note bl 20.000 



Property at cost (notec) 200,000 

Plant and equipment cost 1 54,800 

Depreciation 1 April 20X0 ■ plant and equipment 34,800 

Development expenditure (note d) 30,000 

Profit on disposal of non-current assets 45,000 

Trade accounts receivable 55,000 

Inventories: 31 March 20X1 28,240 

Cash and bank 10,660 

Trade accounts payable 29,400 

Taxation: over provision in year to 31 March 20X0 2,200 

Equity shares of 25c each 1 50,000 

8% loan notes (issued in 20W8) 50,000 

Retained earnings 1 April 20X0 71,600 

741,450 741,450 

The following notes are relevant. 

(a) Included in sales revenue is $27 million, which relates to sales made to customers under sale or return 
agreements. The expiry date for the return of these goods is 30 April 20X1. Winger has charged a mark-up 
of 20% on cost for these sales. 

(b) A lease rental of $20 million was paid on 1 April 20X0. It is the first of five annual payments in advance for 
the rental of an item of equipment that has a cash purchase price of $80 million. The auditors have advised 
that this is a finance lease and have calculated the implicit interest rate in the lease as 12% per annum. 
Leased assets should be depreciated on a straight-line basis over the life of the lease. 

(c) On 1 April 20X0 Winger acquired a new property at a cost of $200 million. For the purpose of calculating 
depreciation only, the asset has been separated into the following elements. 

Separate asset 

Land 

Heating system 

Lifts 

Building 

The depreciation of the elements of the property should be calculated on a straight-line basis. The new 
property replaced an existing one that was sold on the same date for $95 million. It had cost $50 million and 



Cost $'000 


Life 


50,000 


freehold 


20,000 


1 years 


30,000 


1 5 years 


100,000 


50 years 



Qjs 



Questions 



had a carrying value of $80 million at the date of sale. The profit on this property has been calculated on the 
original cost. It had not been depreciated on the basis that the depreciation charge would not be material. 

Plant and machinery is depreciated at 20% on the reducing balance basis. 

(d) The figure tor development expenditure in the list ot account balances represents the amounts deterred in 
previous years in respect of the development of a new product. Unfortunately, during the current year, the 
government has introduced legislation which effectively bans this type of product. As a consequence of this 
the project has been abandoned. The directors of Winger are of the opinion that writing off the development 
expenditure, as opposed to its previous deferment, represents a change of accounting policy and therefore 
wish to treat the write off as a prior period adjustment. 

(e) A provision for income tax for the year to 31 March 20X1 of $15 million is required. 
Required 

(a) Prepare Winger's income statement tor the year to 31 March 20X1 , along with the changes in retained 
earnings from the statement of changes in equity. (9 marks) 

(b) Prepare a statement of financial position as at 31 March 20X1 in accordance with International Financial 
Reporting Standards as far as the information permits. (11 marks) 

(c) Discuss the acceptability of the company's previous policy in respect of non-depreciation of property. 

(5 marks) 

(Total = 25 marks) 

7 Harrington (2.5 6/05 amended) 45 mins 

Reproduced below are the draft financial statements of Harrington, a public company, for the year to 31 March 
20X5: 

INCOME STATEMENT ■ YEAR TO 31 MARCH 20X5 

$'000 

Sales revenue (note (i)) 1 3,700 

Cost of sales (note (ii)) (9,200 ) 

Gross profit 4,500 

Operating expenses (2,400 ) 

Loan note interest paid (refer to statement of financial position) (25 ) 

Profit before tax 2,075 

Income tax expense (note (vi)) (55) 

Profit for the year 2,020 

STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X5 $'000 $'000 

Prnnortw rvlant and onninmant lnt\ia /iiiU R 5 A"l 



Current assets 
Inventory 
Trade receivables 

Bank 

Total assets 

Equity and liabilities: 

Ordinary shares of 25c each (note (v)) 

Reserves: 

Share premium 

Retained earnings- 1 April 20X4 

-Year to 31 March 20X5 
- dividends paid 



1750 

2,450 

350 



4,550 





12,020 




2,000 




600 


2,990 




2,020 




(500) 


4,510 



7,110 



Questions 
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STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X5 

Non-current liabilities 

10% loan note (issued 20X2) 

Deferred tax (note (vi)) 

Current liabilities 
Trade payables 



$000 

500 
280 



i'000 



780 

4,130 

12,020 



The company policy for ALL depreciation is that it is charged to cost of sales and a full year's charge is made in the 
year of acquisition or completion and none in the year of disposal. 

The following matters are relevant: 

(i) Included in sales revenue is $300,000 being the sale proceeds of an item of plant that was sold in January 
20X5. The plant had originally cost $900,000 and had been depreciated by $630,000 at the date of its sale. 
Other than recording the proceeds in sales and cash, no other accounting entries for the disposal of the 
plant have been made. All plant is depreciated at 25% per annum on the reducing; balance basis. 



achieved using the company's own resources as follows: 

$'000 
Pu re hased material s 150 

Direct labour 800 

Supervision 65 

Design and planning costs 20 

Included in the above figures are $10,000 tor materials and $25,000 for labour costs that were effectively 
lost due to the toundations being too close to a neighbouring property. All the above costs are included in 
cost of sales. The building was brought into immediate use on completion and has an estimated life of 20 
years (straightline depreciation). 

(iii) Details of the other property, plant and equipment at 31 March 20X5 are: 

$'000 $000 

Land at cost 1,000 

Buildings at cost 4,000 

Less accumulated depreciation at 31 March 20X4 (800) 3,200 

Plant at cost 5,200 

Less accumulated depreciation at 31 March 20X4 (3,130) 

2,070 
6,270 

At the beginning of the current year (1 April 20X4), Harrington had an open market basis valuation of its 
properties (excluding the warehouse in note (ii) above). Land was valued at $1 -2 million and the property at 
$4 8 million. The directors wish these values to be incorporated into the financial statements. The properties 
had an estimated remaining life of 20 years at the date of the valuation (straight-line depreciation is used). 
Harrington makes a transfer to realised profits in respect of the excess depreciation on revalued assets. 
Note: depreciation for the yearto 31 March 20X5 has not yet been accounted tor in the draft financial 
statements. 

(iv) The investments are in quoted companies that are carried at their stock market values with any gains and 
losses recorded in the income statement. The value shown in the statement of financial position is that at 31 
March 20X4 and during the year to 31 March 20X5 the investments have risen in value by an average of 
10%. Harrington has not reflected this increase in its financial statements. 

(v) On 1 October 20X4 there had been a fully subscribed rights issue of 1 for 4 at 60c. This has been recorded 
in the above statement of financial position. 

(vl) Income tax on the profits for the year to 31 March 20X5 is estimated at $260,000. The figure in the income 
statement is the underprovision for income tax tor the year to 31 March 20X4. The carrying value of 
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Questions 









Harrington's net assets is $1 -4 million more than their tax base at 31 March 20X5. The income tax rate is 


25%. 






Required 






(a) Prepare a restated statement of comprehensive income for the year to 31 March 20X5 reflecting the 


information in notes (i) to (vi) above. 




(9 marks) 


( b) P re pa re a state ment of changes i n equ ity for the year to 3 1 Marc h 20X5. 


(6 marks) 


(c) Prepare a restated statement of financial position at 31 March 20X5 reflecting the information in notes (i) to 


(vi) above. 




(10 marks) 
(Total = 25 marks) 


8 Llama (12/07) 




45 mins 


The following trial balance relates to Llama, a listed company 


at 30 September 20X7: 






$000 


$'000 


Land and buildings - at valuation 1 October 20X6 (note (i)) 


130,000 




Plant - at cost (note (i)) 


128,000 




Accumulated depreciation of plant at 1 October 20X6 




32,000 


Investments - at fair value through profit or loss (note (i)) 


26,500 




Investment income 




2,200 


Cost of sales (note (i)) 


89,200 




Distribution costs 


11,000 




Administrative expenses 


12,500 




Loan interest paid 


800 




Inventory at 30 September 20X7 


37,900 




Income tax (note (ii)) 




400 


Trade receivables 


35,100 




Revenue 




180.400 


Equity shares of 50 cents each fully paid 




60.000 


Retained earnings at 1 October 20X6 




25,500 


2% loan note 20X9 {note (iii)) 




80,000 


Trade payables 




34,700 


Revaluation reserve (arising from land and buildings) 




14,000 



Bank 6,600 

471,000 471 ,000 

The following notes are relevant: 

(i) Llama has a policy of revaluing its land and buildings at each year end. The valuation in the trial balance 
includes a land element of $30 million. The estimated remaining life of the buildings at that date {1 October 
20X6) was 20 years. On 30 September 20X7, a professional valuer valued the buildings at $92 million with 
no change in the value of the land. Depreciation of buildings is charged 60% to cost of sales and 20% each 
to distribution costs and administrative expenses. 

During the year Llama manufactured an item ot plant that it is using as part of its own operating capacity. 
The details of its cost, which is included in cost of sales in the trial balance, are: 

$000 
Materials cost 6,000 

Direct labour cost 4,000 

Machine time cost 8,000 

Directly attributable overheads 6.000 



Questions 
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The manufacture ot the plant was completed on 31 March 20X7 and the plant was brought into immediate 
use, but its cost has not yet been capitalised. 

All plant is depreciated at 12J4% per annum (time apportioned where relevant) using the reducing balance 
method and charged to cost ot sales. No non-current assets were sold during the year. 

The fair value of the investments held at fair value through profit or loss at 30 September 20X7 was $27 1 
million. 

(ii) The balance ot income tax in the trial balance represents the under/over provision of the previous year's 
estimate. The estimated income tax liability for the year ended 30 September 20X7 is $1 8 7 million. At 30 
September 20X7 there were $40 million of taxable temporary differences. The income tax rate is 25%. Note: 
you may assume that the movement in deferred tax should be taken to profit or loss (income statement). 

(iii) The 2% loan note was issued on 1 April 20X7 under terms that provide for a large premium on redemption 



(iv) The suspense account contains the corresponding credit entry tor the proceeds of a rights issue of shares 
made on 1 July 20X7. The terms of the issue were one share for every four held at 80 cents per share. 
Llama's share price immediately before the issue was $1 . The issue was fully subscribed. 

Required 

Prepare for Llama: 

(a) A statement of comprehensive income for the year ended 30 September 20X7. (9 marks) 

(b) A statement of financial position as at 30 September 20X7. (13 marks) 

(c) A calculation of the earnings per share for the year ended 30 September 20X7. (3 marks) 

Note, a statement of changes in equity is not required. 

(Total = 25 marks) 

9 Tadeon (2.5 12/06) 45 mins 

The following trial balance relates to Tadeon, a publicly listed company, at 30 September 20X6: 





$'000 


$'000 


Revenue 




277,800 


Cost of sales 


118,000 




Operating expenses 


40,000 




Loan interest paid (note (i)) 


1,000 




Rental of vehicles (note (ii)) 


6,200 




Investment income 




2,000 


25 year leasehold property at cost (note (iii)) 


225,000 




Plant and equipment at cost 


181 ,000 




Investments at amortised cost 


42,000 




Accumulated depreciation at 1 October 20X5 - leasehold property 




36,000 


-plant and equipment 




B6.000 


Equity shares of 20 cents each fully paid 




150,000 


Retained earnings at 1 October 20X5 




18, BOG 


2% Loan note (note (i)) 




50,000 


Deferred tax balance 1 October 20X5 (note (iv)) 




12,000 


Trade receivables 


53,500 




Inventories at 30 September 20X6 


33,300 




Bank 




1,900 


Trade payables 




18,700 


Suspense account (note (v)) 




48,000 




700,000 


700,000 
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The following notes are relevant: 

(i) The loan note was issued on 1 October 20X5. It is redeemable on 30 September 20 YO at a large premium (in 
order to compensate for the low nominal interest rate). The finance department has calculated that the 
effective interest rate on the loan is 5.5% per annum. 

(ii) The rental of the vehicles relates to two separate contracts. These have been scrutinised by the finance 

department and they have come to the conclusion that $5 million of the rentals relate to a finance lease. The 
finance lease was entered into on 1 October 20X5 (the date the $5 million was paid) tor a four year period. 
The vehicles had a fair value of $20 million (straight-line depreciation should be used) at 1 October 20X5 
and the lease agreement requires three further annual payments of $6 million each on the anniversary ot the 
lease. The interest rate implicit in the lease is to be taken as 10% per annum. (Note: you are not required to 
calculate the present value of the minimum lease payments.) The other contract is an operating lease and 
should be charged to operating expenses. 

Other plant and equipment is depreciated at 12.5% per annum on the reducing balance basis. 

All depreciation of property, plant and equipment is charged to cost of sales. 

(iii) On 30 September 20X6 the leasehold property was revalued to $200 million. The directors wish to 
incorporate this valuation into the financial statements. 

(iv) The directors have estimated the provision for income tax for the year ended 30 September 20X6 at $38 

million. At 30 September 20X6 there were $74 million of taxable temporary differences, of which $20 million 
related to the revaluation of the leasehold property (see (iii) above). The income tax rate is 20%. 

(v) The suspense account balance can be reconciled from the following transactions: 

The payment of a dividend in October 20X5. This was calculated to give a 5% yield on the company's share 
price of 80 cents as at 30 September 20X5. 

The net receipt in March 20X6 of a fully subscribed rights issue of one new share for every three held at a 
price of 32 cents each. The expenses of the share issue were $2 million and should be charged to share 
premium. 

Note. The cash entries for these transactions have been correctly accounted for. 

Required 

Preoare for Tadeon: 



(b) A statement of financial position as at 30 September 20X6. 

Note. A statement of changes in equity is not required. Disclosure notes are not required. 

10 Wellmay (2.5 6/07 amended) 

The summarised draft financial statements of Wellmay are shown below. 
INCOME STATEMENT YEAR ENDED 31 MARCH 20X7 

Revenue (note (i)) 

Cost of sales (note (ii)) 

Gross profit 

Operating expenses 

Investment property rental income 

Finance costs 

Profit before tax 

Income tax 

Profit for the year 



(17 marks) 
(Total = 25 marks) 

45 mins 



$'000 

4,200 

(2,700 ) 

1,500 

(470 

20 

(55 ) 

995 

(360) 

635 



Questions 
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STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X7 

Assets 

Non-current assets 

Property, plant and equipment (note (iii)) 

Investment property (note (iii)) 

Current assets 
Total assets 
Equity and liabilities 



'000 



$'000 



4,200 
400 
4,600 
1,400 
6,000 



2,850 




350 


3,200 




4,400 


600 




180 


780 
820 




6,000 



Reserves: 

Retained earnings (note (iv)) 
Revaluation reserve 

Non-current liabilities 

8% convertible loan note (20 YO) (note (v)) 

Deferred tax (note (vi)) 

Current liabilities 

Total equity and liabilities 

The following information is relevant to the dratt financial statements: 

(i) Revenue includes $500,000 tor the sale on 1 April 20X6 of maturing goods to Westwood. The goods had a 
cost of $200,000 at the date of sale. Well may can repurchase the goods on 31 March 20X8 for $605,000 
(based on achieving a lender's return of 10% per annum) at which time the goods are estimated to have a 
value of $750,000. 

(ii) Past experience shows that after the end of the reporting period the company often receives unrecorded 
invoices for materials relating to the previous year. As a result of this an accrued charge of $75,000 tor 
contingent costs has been included in cost of sales and as a current liability. 

(iii) Non -current assets: 

Wellmay owns two properties. One is a factory (with office accommodation) used by Wellmay as a 
production facility and the other is an investment property that is leased to a third party under an operating 
lease. Wellmay revalues all its properties to current value at the end of each year and uses the fair value 
model in IAS 40 Investment property. Relevant details of the fair values of the properties are: 



Factory 


Investment property 


$'000 


$'000 


1,200 


400 


1,350 


375 



Valuation 31 March 20X6 
Valuation 31 March 20X7 

The valuations at 31 March 20X7 have not yet been incorporated into the financial statements. Factory 
depreciation for the year ended 31 March 20X7 of $40,000 was charged to cost of sales. As the factory 
includes some office accommodation, 20% of this depreciation should have been charged to operating 
expenses. 

(iv) The balance of retained earnings is made up of: 

$'000 
Balance b/f 1 April 20X6 2,615 

Profit for the year 635 

Dividends paid during year ended 31 March 20X7 (400 ) 

2,850 

(v) 8% convertible loan note (20 YO) 



reaeemame on ji iviarcn ajtu at par or n may oe convenea mio equity snares ot wenmay on me Dasis ot 
100 new shares for each $200 ot loan note. An equivalent loan note without the conversion option would 

^$JJJ Queslions 
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093 


091 


086 


083 


079 


075 


073 


066 



have carried an interest rate ot 10%. Interest of $48,000 has been paid on the loan and charged as a tinance 
cost. 

The present value ot $1 receivable at the end of each year, based on discount rates of 8% and 1 0% are: 

End ot year 1 
2 
3 
4 

(vi) The carrying amounts of Wellmay s net assets at 31 March 20X7 are $600,000 higher than their tax base. 
The rate of taxation is 35%. The income tax charge of $360,000 does not include the adjustment required to 
the deferred tax provision which should be charged in full to the income statement. 

(vii) Bonus/scrip issue: 

On 15 March 20X7, Wellmay made a bonus issue from retained earnings of one share for every four held. 
The issue has not been recorded in the draft financial statements. 

Required 

Redraft the financial statements of Wellmay, including a statement of comprehensive income and a 
statement of changes in equity, for the year ended 31 March 20X7 reflecting the adjustments required by 
notes (i) to (vii) above. 

Note: Calculations should be made to the nearest $'000. (25 marks) 

11 Dexon(6/08) 45mins 

Below is the summarised draft statement ot financial position of Dexon, a publicly listed company, as at 31 March 
20X8. 

$'000 £'000 S'000 



non-current assets 










Property at valuation (land $20,000; buildings $165,000 (note (ii)) 








185,000 


Plant (note (ii)) 








180,500 


Investments at fair value through profit or loss at 1 April 20X7 (note 


(Hi)) 






12,500 
378,000 


Current assets 










Inventory 






84,000 




Trade receivables (note (iv)) 






52,200 




Bank 






3,800 


140,000 


Total assets 








518,000 


Equity and liabilities 










Equity 










Ordinary shares of $1 each 








250,000 


Share premium 






40,000 




Revaluation reserve 






18,000 




Retained earnings- at 1 April 20X7 




12,300 






-for the year ended 31 March 20X8 




96,700 


109,000 


167,000 
417,000 


Non-current liabilities 










Deferred tax - at 1 April 20X7 (note (vj) 








19,200 


Current liabilities 








81,800 


Total equity and liabilities 








518,000 


Questions 








K^ 1 


The following information is relevant: 










(i) Dexon's income statement includes $8 million of revenue for credit sa 


es made on a sale or 


return' basis. At 


31 March 20X8, customers who had not paid for the goods, 


had the right to return $26 million of them. 


Dexon applied a mark up on cost of 30% on all these sales. 


In the past, Dexon's customers have sometimes 


returned goods under this type of agreement. 










( \\\ The non-current assets have not been deoreciated tor the vear ended 31 March 20X8_ 





above statement ot financial position are as at 1 April 20X7 when the buildings had a remaining life of fifteen 
years. A qualified surveyor has valued the land and buildings at 31 March 20X8 at $180 million. 

Plant is depreciated at 20% on the reducing balance basis. 

p) The investments at fair value through profit and loss are held in a fund whose value changes directly in 

proportion to a specified market index. At 1 April 20X7 the relevant index was 1 ,200 and at 31 March 20X8 it 
was 1 ,293. 

(iv) In late March 20X8 the directors ot Dexon discovered a material fraud perpetrated by the company's credit 
controller that had been continuing for some time. Investigations revealed that a total ot $4 million otthe 
trade receivables as shown in the statement of financial position at 31 March 20X8 had in fact been paid and 
the money had been stolen by the credit controller. An analysis revealed that $1-5 million had been stolen in 
the year to 31 March 20X7 with the rest being stolen in the current year. Dexon is not insured for this loss 
and it cannot be recovered from the credit controller, nor is it deductible for tax purposes. 

(v) During the year the company's taxable temporary differences increased by $10 million of which $6 million 
related to the revaluation of the property. The deferred tax relating to the remainder of the increase in the 
temporary differences should be taken to the income statement. The applicable income tax rate is 20%. 

(vi) The above figures do not include the estimated provision tor income tax on the profit tor the year ended 31 
March 20X8. After allowing for any adjustments required in items (i) to (iv), the directors have estimated the 
provision at $1 1 4 million (this is in addition to the deferred tax effects of item (v)). 

{vii) On 1 September 20X7 there was a fully subscribed rights issue of one new share for every four held at a 
price of $1 -20 each. The proceeds of the issue have been received and the issue of the shares has been 
correctly accounted for in the above statement ot financial position. 

(viii) In May 20X7 a dividend of 4 cents per share was paid. In November 20X7 (after the rights issue in item (vii) 
above) a further dividend of 3 cents per share was paid. Both dividends have been correctly accounted for in 
the above statement of financial position. 

Required 

Taking into account any adjustments required by items (i) to (viii) above 

(a) Prepare a statement showing the recalculation of Dexon 's profit for the year ended 31 March 20X8. 

(8 marks) 

(b) Prepare the statement of changes in equity of Dexon for the year ended 31 March 20X8. (8 marts) 

(c) Redraft the statement of financial position of Dexon as at 31 March 20X8. (9 marts) 

Note. Notes to the financial statements are NOT required. 

(Total = 25 marks) 

12 Can del (12/08) tsmins 

The following trial balance relates to Candel at 30 September 20X8: 



Plant and equipment- at cost (note (i)) 




76,600 




Plant and equipment - accumulated depreciation at 1 October 20X7 




24,600 


Capitalised development expenditure - at 1 October 20X7 (note (ii)) 


20,000 




Development expenditure - accumulated am 


ortisation at 1 October 20X7 




6,000 


Closing inventory at 30 September 20X8 




20,000 




K> 






Questions 
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\ 






$'000 


$000 


Trade receivables 




43,100 




Bank 






1,300 


Trade payables and provisions (note (iii)) 






23,800 


Revenue (note (i)) 






300,000 


Cost of sales 




204.000 




Distribution costs 




14,500 




Administrative expenses (note (iii)) 




22,200 




Preference dividend paid 




800 




Interest on bank borrowings 




200 




Equity dividend paid 




6,000 




Research and development costs (note (ii)) 




8,600 




Equity shares of 25 cents each 






50,000 


8% redeemable preference shares of $1 each 


{note (iv)) 




20,000 


Retained earnings at 1 October 20X7 






21500 


Deferred tax (note (v)) 






5,800 


Leasehold property revaluation reserve 






10,000 
466,000 




466,000 


The following notes are relevant: 








(i) Non-current assets - tangible: 








The leasehold property had a remaining life of 20 years at 1 October 20X7. The company 


s policy is to 


revalue its property at each year end and at 30 September 20X8 it was valued at $43 million. Ignore deferred 


tax on the revaluation. 








On 1 October 20X7 an item of plant was disposed of tor $2 5 million 


cash. The proceeds 


have been treated 


as sales revenue by Candel. The plant is still included in the above trial balance figures at its cost of $8 



mi pidru ib uepieLidieu di cuto per annum uaing uie leuuuny iwidriLe memuu. 

Depreciation and amortisation of all no n -current assets is charged to cost of sales. 

(ii) Non-current assets - intangible: 

In addition to the capitalised development expenditure (of $20 million), further research and development 
costs were incurred on a new project which commenced on 1 October 20X7. The research stage of the new 
project lasted until 31 December 20X7 and incurred $1 -4 million of costs. From that date the project incurred 
development costs of $600,000 per month. On 1 April 20X8 the directors became confident that the project 
would be successful and yield a profit well in excess of its costs. The project is still in development at 30 
September 20X6. 

Capitalised development expenditure is amortised at 20% per annum using the straight-line method. All 
expensed research and development is charged to cost ot sales. 

(iii) Candel is being sued by a customer for $2 million for breach of contract over a cancelled order. Candel has 
obtained legal opinion that there is a 20% chance that Candel will lose the case. Accordingly Candel has 
provided $400,000 ($2 million x 20%) included in administrative expenses in respecl of the claim. The 
unrecoverable legal costs of defending the action are estimated at $100,000. These have not been provided 
for as the legal action will not go to court until next year. 

(iv) The preference shares were issued on 1 April 20X8 at par. They are redeemable at a large premium which 
gives them an effective finance cost of 12% per annum. 

(v) The directors have estimated the provision for income tax for the year ended 30 September 20X8 at $1 1 -4 
million. The required deferred tax provision at 30 September 20X8 is $6 million. 

Required 

(a) Prepare the statement of comprehensive income for the year ended 30 September 20X6. (12 marks) 

(b) Prepare the statement of changes in equity for the year ended 30 September 20X8. (3 marks) 

(c) Prepare the statement ot financial position as at 30 September 20X8. (10 marks) 

Note: notes to the financial statements are not required. (Total = 25 marks) 

Questions P ^Jj 
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13 Pricewell (6/09) 45mins 

The followina trial balance relates to Pricewell at 31 March 20X9: 



r 



V 

Plant and equipment (owned) - at cost (note (i)) 46,800 

Plant and equipment (leased) - at cost (note (i)) 20,000 

Accumulated depreciation at 31 March 20X8 

Owned plant and equipment 1 2,800 

Leased plant and equipment 5,000 

Finance lease payment (paid on 31 March 20X9) (note (i)) 6,000 

Obligations under tinance lease at 1 April 20X8 (note (i)) 1 5,600 

Construction contract (note (ii)) 14,300 

I nve ntory at 3 1 Marc h 20X9 2 B ,2 00 

Trade receivables 33,100 

Bank 5,500 

Trade payables 33,400 

Revenue (note (iti)) 310,000 

Cost of sales (note (in)) 234,500 

Distribution costs 19,500 

Ad m in istratwe ex pe nses 27,500 

Preference dividend paid (note (iv)) 2,400 

Equity dividend paid 8,000 

Equity shares of 50 cents each 40,000 

6% redeemable preference shares at 31 March 20X8 (note (iv)) 41,600 

Retained earnings at 31 March 20X8 4,900 

Current tax (note (v)J 700 

Deferred tax (note (v)) 

8,400 



471,700 471,700 

The following notes are relevant: 

(i) Non-current assets: 

The 1 5 year leasehold property was acquired on 1 April 20X7 at cost $30 million. The company policy is to 
revalue the property at market value at each year end. The valuation in the trial balance of $252 million as at 
31 March 20X8 led to an impairment charge of $2-8 million which was reported in the income statement of 
the previous year (ie year ended 31 March 20X8). At 31 March 20X9 the property was valued at $24-9 
million. 

Owned plant is depreciated at 25% per annum using the reducing balance method. 

The leased plant was acquired on 1 April 20X7. The rentals are $6 million per annum for four years payable 
in arrears on 31 March each year. The interest rate implicit in the lease is 8% per annum. Leased plant is 
depreciated at 25% per annum using the straight-line method. 

No depreciation has yet been charged on any non-current assets for the year ended 31 March 20X9. All 



the bridge is $50 million and construction was expected to be completed on 30 September 2OY0. The $14 3 

million in the trial balance is: 

$000 
Materials, labour and overheads 12,000 

Specialist plant acquired 1 October 20X8 8,000 

Payment from customer (5,700 ) 

14,300 



Questions 

lujuaajMuu 



The sales value of the work done at 31 March 20X9 has been agreed at $22 million and the estimated cost to 
complete (excluding plant depreciation) is $10 million. The specialist plant will have no residual value at the 
end of the contract and should be depreciated on a monthly basis. Pricewell recognises profits on 
uncompleted contracts on the percentage of completion basis as determined by the agreed work to date 
compared to the total contract price. 

(iii) Pricewell's revenue includes $8 million tor goods it sold acting as an agenf for Trilby. Pricewell earned a 
commission of 20% on these sales and remitted the difference of $64 million (included in cost of sales) to 
Trilby. 

(iv) The 6% preference shares were issued on 1 April 20X7 at par tor $40 million. They have an effective finance 
cost of 1 0% per annum due to a premium payable on their redemption. 

(v) The directors have estimated the provision for income tax for the year ended 31 March 20X9 at $4-5 million. 
The required deferred tax provision at 31 March 20X9 is $56 million; all adjustments to deferred tax should 
be taken to the income statement. The balance of current tax in the trial balance represents the under/over 
provision of the income tax liability for the year ended 31 March 20X8. 

Required 

(a) Prepare the statement of comprehensive income for the year ended 31 March 20X9. (12 marks) 

(b) Prepare the statement of financial position as at 31 March 20X9. (13 marks) 

Note: a statement of changes in equity and notes to the financial statements are not required. (Total = 25 marks) 



The following trial balance relates to Sand own 


at 30 September 2009: 










$'000 


$'000 


Revenue (note (i)) 






380,000 


Cost of sales 




246,800 




Distribution costs 




17,400 




Administrative expenses (note (ii)) 




50,500 




Loan interest paid (note (iiij) 




1,000 




Investment income 






1,300 


Profit on sale of investments (note (iv)) 






2,200 


Current tax (note (v)) 




2,100 




Freehold property - at cost 1 October 2000 (note (vi)) 


63,000 




Plant and equipment- at cost (note (vi)) 




42,200 




Brand - at cost 1 October 2005 (note (vi)) 




30,000 




Accumulated depreciation - 1 October 2006 - 


- building 




3,000 




-plant and equipment 




19,700 


Accumulated amortisation - 1 October 2008 


-brand 




9,000 


Investments in equity instruments (note (iv)) 




26,500 




Inventory at 30 September 2009 




38,000 




Trade receivables 




44,500 




Bank 




8,000 




Trade payables 






42,900 


Equity shares of 20 cents each 






bC',000 


Equity option 






2,000 


Other reserve (note (iv)) 






5.000 


5% convertible loan note 2012 (note (tii)) 






18,440 


Retained earnings at 1 October 2008 






26,060 


Deterred tax (note (v)) 






5,400 
570,000 




570,000 


Questions 






K^ 1 

liMWGikm 











\\) aanaowns revenue inciuaes »io minion Torgooas soia 10 renamg on i uciooer ^uuc. me terms onne saie 
are that Sandown will incur ongoing service and support costs ot $1-2 million per annum for three years 
after the sale. Sandown normally makes a gross profit of 40% on such servicing and support work. Ignore 
the time value of money. 

(ii) Administrative expenses include an equity dividend of 4 8 cents per share paid during the year. 

(iii) The 5% convertible loan note was issued tor proceeds ot $20 million on 1 October 2007. It has an effective 
interest rate of 8% due to the value ot its conversion option. 

(iv) During the year Sandown sold an equity investment for $1 1 million. At the date ot sale it had a carrying 
amount of $8'8 million and had originally cost $7 million. Sandown has recorded the disposal of the 
investment. The remaining equity investments (the $26-5 million in the trial balance) have a fair value of $29 
million at 30 September 2009. The other reserve in the trial balance represents the net increase in the value 
of the equity investments as at 1 October 2008. Sandown made an irrevocable election at initial recognition 
of these instruments to recognise all changes in fair value through other comprehensive income. Ignore 
deferred tax on these transactions. 

(v) The balance on current tax represents the under/over provision of the tax liability for the year ended 30 
September 2008. The directors have estimated the provision for income tax for the year ended 30 
September 2009 at $16 2 million. At 30 September 2009 the carrying amounts of Sandown's net assets 
were $1 3 million in excess of their tax base. The income tax rate of Sandown is 30%. 

(vi) N on -current assets: 

The freehold property has a land element of $13 million. The building element is being depreciated on a 
straight- line basis. 

Plant and equipment is depreciated at 40% per annum using the reducing balance method. 

Sandown's brand in ttie trial balance relates to a product line that received bad publicity during the year 
which led to falling sales revenues. An impairment review was conducted on 1 April 2009 which concluded 
that based on estimated future sales, the brand had a value in use of $12 million and a remaining lite of only 
three years. However, on the same date as the impairment review, Sandown received an offer to purchase 
the brand tor $15 million. Prior to the impairment review, it was being depreciated using the straight-line 
method over a 10-year life. 

No depreciation/amortisation has yet been charged on any non-current asset for the year ended 30 
September 2009. Depreciation, amortisation and impairment charges are all charged to cost of sales. 

Required 

(a) Prepare the statement of comprehensive income for Sandown for the year ended 30 September 2009. 

(13 marks) 

(b) Prepare the statement ot financial position ot Sandown as at 30 September 2009. (12 marks) 
Notes to the financial statements are not required. 



15 Dune (6/10) 






45 mins 


The following trial balance relates to Dune at 31 March 201 0: 










$-000 


$-000 




Equity shares ot $1 each 




60,000 




5% loan note (note (i)) 




20.000 




Retained earnings at 1 April 2009 




38,400 




Leasehold (15 years) property -at cost (note (ii)) 


45,000 






Plant and equipment - at cost (note (ii)) 


67,500 






52^' 






Queslions 
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$'000 


$'000 




Accumulated depreciation - 1 April 2009 - leasehold property 




6,000 




- plant and equipment 




23,500 




Investments at fair value through profit or loss (note (Hi)) 


26,500 






Inventory at 31 March 2010 


48,000 






Trade receivables 


40700 






Bank 




4,500 




Deferred tax (note (v)) 




6,000 




Trade payables 




52,000 




Revenue (note (iv)) 




400,000 




Cost of sales 


294,000 






Construction contract {note (vi)) 


20,000 






Distribution costs 


26,400 






Administrative expenses (note (i)) 


34,200 






Dividend paid 


10,000 






Loan note interest paid (six months) 


500 






Bank interest 


200 






Investment income 




1,200 




Current tax (note (v)) 




1,400 





fi) The 5% loan note was issued on 1 April 2009 at its nominal (face) value of $20 million. The direct costs ot 
the issue were $500,000 and these have been charged to administrative expenses. The loan note will be 
redeemed on 31 March 2012 at a substantial premium. The effective finance cost of the loan note is 10% per 
annum. 

(ii) Non-current assets: 

In order to fund a new project, on 1 October 2009 the company decided to sell its leasehold property. From 
that date it commenced a short-term rental of an equivalent property. The leasehold property is being 
marketed by a property agent at a price of $40 million, which was considered a reasonably achievable price 
at that date. The expected costs to sell have been agreed at $500,000. Recent market transactions suggest 
that actual selling prices achieved for this type of property in the current market conditions are 15% less 
than the value at which they are marketed. At 31 March 2010 the property had not been sold. 

Plant and equipment is depreciated at 15% per annum using the reducing balance method. 

No depreciation/amortisation has yet been charged on any non-current asset for the year ended 31 March 
2010. Depreciation, amortisation and impairment charges are all charged to cost of sales. 

(iii) The investments at fair value through profit or loss had a fair value of $28 million on 31 March 2010. There 
were no purchases or disposals of any of these investments during the year. 

(iv) It has been discovered that goods with a cost of $6 million, which had been correctly included in the count 
of the inventory at 31 March 201 0, had been invoiced in April 2010 to customers at a gross profit ot 25% on 
sales, but included in the revenue (and receivables) of the year ended 31 March 2010. 

(v) A provision for income tax for the year ended 31 March 201 of $1 2 million is required. The balance on 
current tax represents the under/over provision ot the tax liability for the year ended 31 March 2009. At 31 
March 2010 the tax base of Dune's net assets was $14 million less than their carrying amounts. The income 
tax rate ot Dune is 30%. 

(vi) The details of the construction contract are: 

costs to 3 1 March 2010 further costs to complete 

$"00O $'000 

Materials 5,000 8,000 

Labou r and oth e r d irect costs 3,000 7,000 

8,000 15,000 

Plant acquired at cost 12,000 

Per trial balance 20.000 



Questions 



fU 



The contract commenced on 1 October 2009 and is scheduled to take 18 months to complete. The agreed 
contract price is fixed at $40 million. Specialised plant was purchased at the start ot the contract for $12 
million. It is expected to have a residual value of $3 million at the end of the contract and should be 
depreciated using the straight-line method on a monthly basis. An independent surveyor has assessed that 
the contract is 30% complete at 31 March 2010. The customer has not been invoiced for any progress 
payments. The outcome ot the contract is deemed to be reasonably certain as at the year end. 

Required 

(a) Prepare the income statement for Dune for the year ended 31 March 201 0. (13 marks) 

(b) Prepare the statement of financial position for Dune as at 31 March 201 0. (12 marks) 

Notes to the financial statements are not required. 

A statement of changes in equity is not required. 

(Total = 25 marks) 

16 Derringdo II (2.5 6/03 part) 16 mins 

Derringdo acquired an item of plant at a gross cost of $800,000 on 1 October 20X2. The plant has an estimated life 
of 10 years with a residual value equal to 15% of its gross cost. Derringdo uses straight-line depreciation on a time 
apportioned basis. The company received a government grant of 30% of its cost price at the time of its purchase. 
The terms of the grant are that if the company retains the asset for four years or more, then no repayment liability 
will be incurred. If the plant is sold within four years a repayment on a sliding scale would be applicable. The 
repayment is 75% it sold within the first year of purchase and this amount decreases by 25% per annum. Derringdo 
has no intention to sell the plant within the first four years. Derringdo' s accounting policy for capital based 
government grants is to treat them as deferred credits and release them to income over the life ot the asset to 
which they relate. 

Required 

(a) Discuss whether the company's policy for the treatment of government grants meets the definition of a 
liability in the lASB's Framework; and (3 marks) 

(b) Prepare extracts of Derringdo's financial statements for the year to 31 March 20X3 in respect ot the plant 
and the related grant: 

- applying the company's policy; 

in compliance with the definition of a liability in the Framework. Your answer should consider 
whether the sliding scale repayment should be used in determining the deferred credit for the grant. 

(6 marks) 

(Total = 9 marks) 



r 






The broad principles ot accounting for property, plant and equipment involve distinguishing between capital and 
revenue expenditure, measuring the cost ot assets, determining how they should be depreciated and dealing with 
the problems of subsequent measurement and subsequent expenditure. IAS 16 Property, plant and equipments 
the intention ot improving consistency in these areas. 

Required 

(a) Explain: 

(i) Mow the initial cost of property, plant and equipment should be measured (4 marks) 

(ii) The circumstances in which subsequent expenditure on those assets should be capitalised 

(3 marks) 

(b) Explain IAS 16 s requirements regarding the revaluation of non-current assets and the accounting treatment 
of surpluses and deficits on revaluation and gains and losses on disposal. (8 marks) 

(c) (i) Broad oak has recently purchased an item ot plant from Plantco. the details of this are: 



lumsNnu 



Questions 



$ $ 

Basic list price of plant 240,000 

Trade discount applicable to Broadoak 12.5% on list price 

Ancillary costs: 

Shipping and handling costs 2,750 

Estimated p re -prod uction testi n g 1 2,500 

Maintenance contract for three years 24,000 

Site preparation costs: 

electrical cable installation 14,000 

concrete reinforcement 4,500 

own labour costs 7,500 

26,000 

Broadoak paid for the plant (excluding the ancillary costs) within four weeks of order, thereby 
obtaining an early settlement discount of 3%. 

Broadoak had incorrectly specified the power loading of the original electrical cable to be installed by 

the rnntrarrrnr Thm rost nf rnrrerrHnn this error of $fi 00.fi is inr.luHed in the show f inure of $14 AMI 



$1 5,000 to dismantle the plant and $3,000 to restore the site to its original use condition. 

Required 

Calculate the amount at which the plant will be measured at recognition. (Ignore discounting.) 

(5 marks) 

(ii) Broadoak acquired a 1 2 year lease on a property on 1 October 20X0 at a cost of $240,000. The 
company policy is to revalue its properties to their market values at the end of each year. 
Accumulated amortisation is eliminated and the property is restated to the revalued amount. Annual 
amortisation is calculated on the carrying values at the beginning of the year. The market values of 
the property on 30 September 20X1 and 20X2 were $231,000 and $175,000 respectively. The 
existing balance on the revaluation surplus at 1 October 20X0 was $50,000. This related to some 
n on -depreciable land whose value had not changed significantly since 1 October 20X0. 

Required 

Prepare extracts of the financial statements of Broadoak (including the movement on the revaluation 
reserve) for the years to 30 September 20X1 and 20X2 in respect of the leasehold property. 

(5 marks) 

(Tolal - 25 marks) 

18 Elite Leisure (2.5 12705 part) 22 mins 

Elite Leisure is a private limited liability company that operates a single cruise ship. The ship was acquired on 1 
October 20W6. Details of the cost of the ship's components and their estimated useful lives are: 

Component Original cost ($ million) Depreciation basis 

Ship's fabric (hull, decks etc) 300 25 years straight-line 

Cabins and entertainment area fittings 1 50 12 years straight-line 

Propulsion system 1 00 Useful life of 40,000 hours 

At 30 September 20X4 no further capital expenditure had been incurred on the ship. 

In the year ended 30 September 20X4 the ship had experienced a high level of engine trouble which had cost the 
company considerable lost revenue and compensation costs. The measured expired life of the propulsion system at 
30 September 20X4 was 30,000 hours. Due to the unreliability of the engines, a decision was taken in early October 
20X4 to replace the whole of the propulsion system at a cost of $140 million. The expected life of the new 
propulsion system was 50,000 hours and in the year ended 30 September 20X5 the ship had used its engines for 
5,000 hours. 



Questions 



fU 



At the same time as the propulsion system replacement, the company took the opportunity to do a limited upgrade 
to the cabin and entertainment facilities at a cost of $60 million and repaint the ship's fabric at a cost of $20 million. 
After the upgrade of the cabin and entertainment area fittings it was estimated that their remaining life was five 
years (from the date of the upgrade). For the purpose of calculating depreciation, all the work on the ship can be 
assumed to have been completed on 1 October 20X4. All residual values can betaken as nil. 

Required 

Calculate the carrying amount of Elite Leisure's cruise ship at 30 September 20X5 and its related expenditure in the 
income statement for the year ended 30 September 20X5. Your answer should explain the treatment of each item. 

(12 marks) 



19 Dearing (12/08) 



On 1 October 20X5 Dearing acquired a machine under the following terms: 

Manufacturer's base price 

Trade discount (applying to base price only) 

Early settlement discount taken (on the payable amount of the base cost only) 

Freight charges 

Electrical installation cost 

Staff training in use of machine 

Pre-production testing 

Purchase of a three-year maintenance contract 

Estimated residual value 

Estimated life in machine hours 

Hours used - year ended 30 September 20X6 

- year ended 30 September 20X7 

- year ended 30 September 20X8 (see below) 



Hours 



6,000 
1,200 
1,800 

B50 



1B mins 



$ 

1,050,000 
20% 
5% 
30,000 
28,000 
40,000 
22,000 
60,000 
20,000 



On 1 October 20X7 Dearing decided to upgrade the machine by adding new components at a cost of $200,000. This 
upgrade led to a reduction in the production time per unit of the goods being manufactured using the machine. The 
upgrade also increased the estimated remaining life of the machine at 1 October 20X7 to 4,500 machine hours and 
its estimated residual value was revised to $40,000. 

Required 

Prepare extracts from the income statement and statement of financial position for the above machine tor each of 
the three years to 30 September 20X8. (10 marks) 






iu rnyiiiiiiiu lo/uaj ih mins 

Flightline is an airline which treats its aircraft as complex non-current assets. The cost and other details ot one of its 
aircraft are: 

$'000 Estimated Iff e 

Exterior structure - purchase date 1 April 1 995 120,000 20 years 

Interior cabin fittings - replaced 1 April 2005 25,000 5 years 

Engines (2 at $9 million each) - replaced 1 April 2005 18,000 36,000 flying hours 

No residual values are attributed to any of the component parts. 

At 1 April 2008 the aircraft log showed it had flown 10,800 hours since 1 April 2005. In the year ended 31 March 
2009, the aircraft flew for 1,200 hours for the six months to 30 September 2008 and a further 1 ,000 hours in the six 
months to 31 March 2009. 

On 1 October 2008 the aircraft suffered a 'bird strike' accident which damaged one of the engines beyond repair. 
This was replaced by a new engine with a life of 36,000 hours at cost of $108 million. The other engine was also 
damaged, but was repaired at a cost of $3 million; however, its remaining estimated life was shortened to 15,000 
hours. The accident also caused cosmetic damage to the exterior of the aircraft which required repainting at a cost 
of $2 million. As the aircraft was out of service for some weeks due to the accident, Flightline took the opportunity 

t fe ^' Question* 



to upgrade its cabin facilities at a cost of $45 million. This did not increase the estimated remaining life of the cabin 
fittings, but the improved facilities enabled Flightline to substantially increase the airfares on this aircraft 

Required 

Calculate the charges to the income statement in respect otthe aircraft for the year ended 31 March 2009 and its 
carrying amount in the statement of financial position as at that date. 

Note: the post accident changes are deemed effective from 1 October 2008. (10 marks) 

21 Apex (6/10) 18 mins 

(a) Apex is a publicly listed supermarket chain. During the current year it started the building of a new store. The 
directors are aware that in accordance with IAS 23 Borrowing costs certain borrowing costs have to be 






Explain the circumstances when, and the amount at which, borrowing costs should be capitalised in 
accordance with IAS 23. (5 marks) 

(b) Details relating to construction ot Apex's new store: 

Apex issued a $10 million unsecured loan with a coupon (nominal) interest rate of 6% on 1 April 2009. The 
loan is redeemable at a premium which means the loan has an effective finance cost ot 7-5% per annum. 
The loan was specifically issued to finance the building of the new store which meets the definition of a 
qualifying asset in IAS 23. Construction of the store commenced on 1 May 2009 and it was completed and 
ready for use on 28 February 201 0, but did not open for trading until 1 April 201 0. During the year trading at 
Apex's other stores was below expectations so Apex suspended the construction of the new store for a two- 
month period during July and August 2009. The proceeds otthe loan were temporarily invested for the 
month of April 2009 and earned interest of $40,000. 

Required 

Calculate the net borrowing cost that should be capitalised as part of the cost of the new store and the 
finance cost that should be reported in the income statement for the year ended 31 March 2010. 

(5 marks) 
(Total = 10 marks) 

22 Emerald (12/07) ia mins 

Product development costs are a material cost for many companies. They are either written off as an expense or 
capitalised as an asset. 

Required 

(a) Discuss the conceptual issues involved and the definition of an asset that may be applied in determining 
whether development expenditure should be treated as an expense or an asset. (4 marks) 

(b) Emerald has had a policy of writing off development expenditure to the income statement as it was incurred. 
In preparing its financial statements for the year ended 30 September 20X7 it has become aware that, under 
IFRS rules, qualifying development expenditure should be treated as an intangible asset. Below is the 
qualifying development expenditure for Emerald: 

$000 
Year ended 30 September 20X4 300 

Year ended 30 September 20X5 240 

Year ended 30 September 20X6 800 

Year ended 30 September 20X7 400 

All capitalised development expenditure is deemed to have a four year lite. Assume amortisation commences 
at the beginning of the accounting period following capitalisation. Emerald had no development expenditure 
before that for the year ended 30 September 20X4. 



Questions ^r^^JJ 



Lamm; tail. 



Required 

Treating the above as the correction of an error in applying an accounting policy, calculate the amounts 
which should appear in the income statement and statement otfinancial position (including comparative 
figures), and statement of changes in equity of Emerald in respect otthe development expenditure for the 
year ended 30 September 20X7. 

Note. Ignore taxation. (6 marks) 

(Total = 10 marks) 

23 Dexterity (2.5 6/04) 45 mins 

(a) During the last decade it has not been unusual for the premium paid to acquire control of a business to be 
greater than the fair value of its tangible net assets. This increase in the relative proportions of intangible 
assets has made the accounting practices for them all the more important During the same period many 
companies have spent a great deal of money internally developing new intangible assets such as software 
and brands. IAS 38 ' Intangible assets' was issued in September 1998 and prescribes the accounting 
treatment for intangible assets. 

Required 

In accordance with IAS 38, discuss whether intangible assets should be recognised, and if so how they 
should be initially recorded and subsequently amortised in the following circumstances: 

(i) When they are purchased separately from other assets 

(ii) When they are obtained as part of acquiring the whole of a business 

(iii) When they are developed internally. (10 marks) 

Note. Your answer should consider goodwill separately from other intangibles. 

(b) Dexterity is a public listed company. It has been considering the accounting treatment of its intangible assets 
and has asked for your opinion on how the matters below should be treated in its financial statements for 
the year to 31 March 20X4. 

(i) On 1 October 20X3 Dexterity acquired Temerity, a small company that specialises in pharmaceutical 
drug research and development. The purchase consideration was by way of a share exchange and 
valued at $35 million. The fair value of Temerity's net assets was $15 million (excluding any items 
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to oe ?>i u minion, nowever tne company is awaiting tne outcome or clinical trials wnere tne a rug nas 
been tested to treat a different illness. If the trials are successful, the value of the drug is then 
estimated to be $15 million. Also included in the company's statement of financial position is $2 
million tor medical research that has been conducted on behalf of a client. (4 marks) 

(ii) Dexterity has developed and patented a new drug which has been approved tor clinical use. The costs 
of developing the drug were $12 million. Based on early assessments of its sales success, Leadbrand 
have estimated its market value at $20 million. (3 marks) 

p) Dexterity's manufacturing facilities have recently received a favourable inspection by government 
medical scientists. As a result of this the company has been granted an exclusive five-year licence to 
manufacture and distribute a new vaccine. Although the licence had no direct cost to Dexterity, its 
directors feel its granting is a reflection of the company's standing and have asked Leadbrand to 
value the licence. Accordingly they have placed a value of $1 million on it. (3 marks) 

frv) In the current accounting period, Dexterity has spent $3 million sending its staff on specialist training 
courses. Whilst these courses have been expensive, they have led to a marked improvement in 
production quality and staff now need less supervision. This in turn has led to an increase in revenue 
and cost reductions. The directors of Dexterity believe these benefits will continue for at least three 
years and wish to treat the training costs as an asset. (2 marks) 

(v) In December 20X3, Dexterity paid $5 million for a television advertising campaign for its products 
that will run for 6 months from 1 January 20X4 to 30 June 20X4. The directors believe that increased 
sales as a result of the publicity will continue tor two years from the start of the advertisements. 

(3 marks) 
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Required 

Explain how the directors of Dexterity should treat the above items in the financial statements for the year to 
31 March 20X4. {15 marks as indicated) 

Note. The values given by Leadbrand can be taken as being reliable measurements. You are not required to 
consider depreciation aspects. (Total = 25 marks) 

24 Darby (12/09) 27mins 
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Required 

Provide an explanation to your assistant ot the weaknesses in his definition of non-current assets when 
compared to the International Accounting Standards Board's (IASB) view of assets. (4 marks) 

(b) The same assistant has encountered the following matters during the preparation otthe draft financial 

statements ot Darby for the year ending 30 September 2009. He has given an explanation of his treatment of 
them. 

(i) Darby spent $200,000 sending its staff on training courses during the year. This has already led to an 
improvement in the company's efficiency and resulted in cost savings. The organiser of the course 
has stated that the benefits from the training should last for a minimum ot four years. The assistant 
has therefore treated the cost of the training as an intangible asset and charged six months' 
amortisation based on the average date during the year on which the training courses were 
completed. (3 marks) 

(ii) During the year the company started research work with a view to the eventual development of a new 
processor chip. By 30 September 2009 it had spent $1 -6 million on this project. Darby has a past 
history of being particularly successful in bringing similar projects to a profitable conclusion. As a 
consequence the assistant has treated the expenditure to date on this project as an asset in the 
statement of financial position. 

Darby was also commissioned by a customer to research and, if feasible, produce a computer 
system to install in motor vehicles that can automatically stop the vehicle if it is about to be involved 
in a collision. At 30 September 2009, Darby had spent $24 million on this project but at this date it 
was uncertain as to whether the project would be successful. As a consequence the assistant has 
treated the $24 million as an expense in the income statement. (4 marks) 

(iii) Darby signed a contract (for an initial three years) in August 2009 with a company called Media 

Today to install a satellite dish and cabling system to a newly built group of residential apartments. 
Media Today will provide telephone and television services to the residents of the apartments via the 
satellite system and pay Darby $50,000 per annum commencing in December 2009. Work on the 
installation commenced on 1 September 2009 and the expenditure to 30 September 2009 was 
$58,000. The installation is expected to be completed by 31 October 2009. Previous experience with 
similar contracts indicates that Darby will make a total profit of $40,000 over the three years on this 
initial contract. The assistant correctly recorded the costs to 30 September 2009 of $58,000 as a 
non-current asset, but then wrote this amount down to $40,000 (the expected total profit) because he 
believed the asset to be impaired. 

The contract is not a finance lease. Ignore discounting. (4 marks) 

Required 

For each of the above items (i) to (iii) comment on the assistant's treatment ot them in the financial 
statements for the year ended 30 September 2009 and advise him how they should be treated under 
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Qu est ions 



(To1al = 15 marks) 



25 Advent (2.5 12/04 amended) 

Advent is a publicly listed company. 
Details of Advents non-current assets at 1 October 20X8 were: 

Land and 



23 mins 



Telecommunications 





building 


Plant 


licence 


Total 




$m 


$m 


$m 


$m 


Cost-Valuation 


280 


150 


300 


730 


Ace u m ulated d e prec iat io n/am orti sation 


(40) 


(105) 


m) 


(175) 


Net book value 


240 


45 


270 


555 



The following information is relevant: 

(i) The land and building were revalued on 1 October 20X3 with $80 million attributable to the land and $200 
million to the building. At that date the estimated remaining life ot the building was 25 years. A further 
revaluation was not needed until 1 October 20X8 when the land and building were valued at $85 million and 
$180 million respectively. The remaining estimated life of the building at this date was 20 years. 

(ii) Plant is depreciated at 20% per annum on cost with time apportionment where appropriate. On 1 April 20X9 
new plant costing $45 million was acquired. In addition, this plant cost $5 million to install and commission. 
No plant is more than four years old. 

(iii) The telecommunications licence was bought from the government on 1 October 20X7 and has a 1 year life. 
It is amortised on a straight line basis. In September 20X9, a review of the sales of the products related to 
the licence showed them to be very disappointing. Asa result of this review the estimated recoverable 
amount of the licence at 30 September 20X9 was estimated at only $100 million. 

There were no disposals of non-current assets during the year to 30 September 20X9. 



Required 



Prepare extracts from the statement of financial position relating to Advent's non-current assets as at 30 
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(b) Explain the usefulness of the above disclosures to the users of the financial statements. (4 marks) 

(Total = 13 marks) 

26 Wilderness (2.5 12/05) 45 mins 

(a) IAS 36 Impairment of assets was issued in June 1998 and subsequently amended in March 2004. Its main 
objective is to prescribe the procedures ttiat should ensure thai an entity's assets are included in its 
statement of financial position at no more than their recoverable amounts. Where an asset is carried at an 
amount in excess of its recoverable amount, it is said to be impaired and IAS 36 requires an impairment loss 
to be recognised. 

Required 

(i) Define an impairment loss explaining the relevance of fair value less costs to sell and value in use; 
and state how frequently assets should be tested for impairment; (6 marks) 

Note: your answer should NOT describe the possible indicators of an impairment. 

(ii) Explain how an impairment loss is accounted for after it has been calculated. (5 marks) 

(b) The assistant financial controller of the Wilderness group, a public listed company, has identified the matters 
below which she believes may indicate an impairment to one or more assets: 

(i) Wilderness owns and operates an item of plant that cost $640,000 and had accumulated depreciation of 
$400,000 at 1 October 20X4. It is being depreciated at 1234% on cost. On 1 April 20X5 (exactly half way 
through the year) the plant was damaged when a factory vehicle collided into it. Due to the unavailability 
of replacement parts, it is not possible to repair the plant, but it still operates, albeit at a reduced 
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Questions 



capacity. Also it is expected that as a result of the damage the remaining life of the plant from the date 
of the damage will be only two years. Based on its reduced capacity, the estimated present value of the 
plant in use if $150,000. The plant has a current disposal value of $20,000 (which will be nil in two 
years' time), but Wilderness has been offered a trade-in value of $180,000 against a replacement 
machine which has a cost of $1 million (there would be no disposal costs for the replaced plant). 
Wilderness is reluctant to replace the plant as it is worried about the long-term demand for the produce 
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Prepare extracts from the statement of financial position and income statement of Wilderness in 
respect of the plant for the year ended 30 September 20X5. Your answer should explain how you 
arrived at your figures. (7 marks) 

On 1 April 20X4 Wilderness acquired 100% of the share capital of Mossel, whose only activity is the 
extraction and sale of spa water. Mossel had been profitable since its acquisition, but bad publicity 
resulting from several consumers becoming ill due to a contamination of the spa water supply in 
April 20X5 has led to unexpected losses in the last six months. The carrying amounts of Mossel's 
assets at 30 September 20X5 are: 

$'000 
Brand (Quencher - see below) 7,000 

Land containing spa 12,000 

Purifying and bottling plant 8,000 

Inventories 5,000 

32,000 

The source of the contamination was found and it has now ceased. 

The company originally sold the bottled water under the brand name of 'Quencher', but because of 
the contamination it has rebranded its bottled water as 'Phoenix'. After a large advertising campaign, 
sales are now starting to recover and are approaching previous levels. The valje of the brand in the 
statement of financial position is the depreciated amount of the original brand name of 'Quencher'- 

The directors have acknowledged that $1 .5 million will have to be spent in the first three months of 
the next accounting period to upgrade the purifying and bottling plant. 

Inventories contain some old Quencher' bottled water at a cost of $2 million; the remaining 
inventories are labeled with the new brand Phoenix'. Samples of all the bottled water have been 
tested by the health authority and have been passed as tit to sell. The old bottled water will have to be 
relabelled at a cost of $250,000, but is then expected to be sold at the normal selling price of 
(normal) cost plus 50%. 

Based on the estimated future cash flows, the directors have estimated that the value in use of 
Mossel at 30 September 20X5, calculated according to the guidance in IAS 36, is $20 million. There 
is no reliable estimate of the fair value less costs to sell of Mossel. 

Required 

Calculate the amounts at which the assets of Mossel should appear in the consolidated statement of 
financial position of Wilderness at 30 September 20X5. Your answer should explain how you arrive at 
your figures. (7 marks) 

(Tolal - 25 marks) 
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27 Derringdo III (2.5 6/03 amended part) 9 mins 

Derringdo sells carpets from several retail outlets. In previous years the company has undertaken responsibility for 
fitting the carpets in customers' premises. Customers pay for the carpets at the time they are ordered. The average 
length of time from a customer ordering a carpet to its fitting is 14 days. In previous years, Derringdo had not 
recognised a sale in income until the carpet had been successfully fitted as the rectification costs of any fitting error 
would be expensive. From 1 April 20X2 Derringdo changed its method of trading by sub-contracting the fitting to 
approved contractors. Under this policy the sub-contractors are paid by Derringdo and they (the subcontractors) 
are liable for any errors made in the fitting. Because of this Derringdo is proposing to recognise sales when 
customers order and pay for the goods, rather than when they have been fitted. Details of the relevant sales figures 
are: 

$'000 
Sales made in retail outlets for the year to 31 March 20X3 23,000 

Sates value of carpets fitted in the 14 days to 14 April 20X2 1 , 200 

Sales value of carpets fitted in the 1 4 days to 14 April 20X3 1 ,600 

Note: the sales value of carpets fitted in the 14 days to 1 4 April 20X2 are not included in the annual sales figure of 
$23 million, but those tor the 14 days to 14 April 20X3 are included. 

Required 

Discuss whether the above represents a change of accounting policy, and, based on your discussion, calculate the 
amount that you would include in sales revenue for carpets in the year to 31 March 20X3. (5 marks) 

28 Telenorth (2.5 1 2/01 ) 45 mins 

The following trial balance relates to Telenorth at 30 September 20X1. 

$000 $000 



Purchases 


147,200 




Distribution expenses 


22,300 




Administration expenses 


34,440 




Loan note interest paid 


300 




Interim dividends: ordinary 


2,000 




preference 


480 




Investment income 




1.500 


25 year leasehold building - cost 


56,250 




Plant and equipment- cost 


55,000 




Computer system - cost 


35,000 




Investments at valuation 


34,500 




Depreciation 1 October 20X0 (note (bj) 






Leasehold building 




18,000 


Plant and equipment 




12,800 


Computer system 




9,600 


Trade accounts receivable (note (c)) 


35,700 




Bank overdraft 




1,680 


Trade accounts payable 




17,770 


Deferred tax (note (d)) 




5.200 


Ordinary shares of $1 each 




20.000 


Suspense account (note (e)) 




26,000 


6% loan notes (issued 1 October 20X0) 




10,000 


8% preference shares (redeemable) 




12,000 


Revaluation surplus (note (d)) 




3,400 


Retained earnings 1 October 20X0 




14,160 
435,570 




435,570 


&Js 




Qucslions 
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The following notes are relevant. 






(a) An inventory count was not conducted by Telenorth until 4 Octobei 


20X1 due to operational 


reasons. The 


value of the inventory on the premises at this date was $1 6 million 


at cost. Between the vear 


■end and the 



Normal sales at a mark up on cost of 40% 1 ,400,000 

Sales on a sale or return basis at a mark up on cost of 30% 650,000 

Goods received at cost 820,000 

All sales and purchases had been correctly recorded in the period in which they occurred. 

( b) Te leno rth has the f o llowi ng d e prec iatio n p ol icy. 
Leasehold building - straight-line 

Plant and equipment -five years straight line with residual values estimated at $5,000,000 

Computer system -40% per annum reducing balance 

Depreciation of the leasehold building and plant is treated as cost of sales; depreciation of the computer 
system is an administration cost. 

(c) The outstanding account receivable of a major customer amounting to $12 million was factored to 
Kwikfi nance on 1 September 20X1. The terms of the factoring were as follows. 

(i) Kwikfi nance paid 80% of the outstanding account to Telenorth immediately 
(ii) The balance will be paid (less the charges below) when the account is collected in full. Any amount of 
the account outstanding after four months will be transferred back to Telenorth at its full book value. 

(Hi) Kwikfi nance will charge 1 .0% per month of the net amount owing from Telenorth at the beginning of 
each month. Kwikfinance had not collected any of the amounts receivable by the year end. 

Telenorth debited the cash from Kwikfinance to its bank account and removed the account receivable from 
its sales ledger. It has prudently charged the difference as an administration cost. 

(d) A provision for income tax ot $23.4 million tor the year to 30 September 20X1 is required. The deferred tax 
liability is to be increased by $2.2 million, of which $1 million is to be charged direct to the revaluation 
surplus. 

(e) The suspense account contains the proceeds of two share issues. 

(i) The exercise of all the outstanding directors' share options of four million shares on 1 October 20X0 
at $2 each 

(ii) A fully subscribed rights issue on 1 July 20X1 of 1 for 4 held at a price of $3 each. The stock market 
price of Telenorth's shares immediately before the rights issue was $4. 

(f) The finance charge relating to the preference shares is equal to the dividend payable. 
Required 

(a) (i) The income statement of Telenorth for the year to 30 September 20X1 (8 marks) 

(ii) A statement of financial position as at 30 September 20X1 in accordance with International Financial 
Reporting Standards as far as the information permits. (12 marks) 



comparatives). 




(5 marks) 






(Total 


= 25 marks) 
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29 Tourmalet (2.5 12/03) 
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The following extracted balances relate to Tourmalet at 30 September 20X4: 








$000 


$000 




Ordinary shares ot 20 cents each 




50,000 




Retained earnings at 1 October 20X3 




47,800 




Revaluation surplus at 1 October 20X3 




18,500 




6% Redeemable preference shares 20X6 




30,000 




Trade accounts payable 




35,300 




Tax 




2,100 




Land and buildings - at valuation (note (Hi)) 


150,000 






Plant and equipment- cost (note (v)) 


98,600 






Investment property - valuation at 1 October 20X3 (note (iv)) 


10,000 






Depreciation 1 October 20X3 - land and buildings 




9,000 




Depreciation 1 October 20X3 - plant and equipment 




24,600 




Trade accounts receivable 


31,200 






Inventory - 1 October 20X3 


26,550 






Bank 


3,700 






Sales revenue (note (ij) 




313,000 




Investment income (from properties) 




1,200 




Purchases 


158,450 






Distribution expenses 


26,400 







vrainary aiviaena paia £,ouu 

531,500 531,500 

The following notes are relevant: 

(i) Sales revenue includes $50 million for an item of plant sold on 1 June 20X4. The plant had a book value of 
$40 million at the date of Its sale, which was charged to cost of sales. On the same date, Tourmalet entered 
into an agreement to lease back the plant for the next five years (being the estimated remaining life of the 
plant) at a cost of $14 million per annum payable annually in arrears. An arrangement of this type is deemed 
to have a financing cost of 12% per annum. No depreciation has been charged on the item of plant in the 
current year. 

(ii) The inventory at 30 September 20X4 was valued at cost of $28 5 million. This includes $4-5 million of slow 
moving goods. Tourmalet is trying to sell these to another retailer but has not been successful in obtaining a 
reasonable offer. The best price it has been offered is $2 million. 

(iii) On 1 October 20X0 Tourmalet had its land and buildings revalued by a firm of surveyors at $1 50 million, 
with $30 million ot this attributed to the land. At that date the remaining life of the building was estimated to 
be 40 years. These figures were incorporated into the company's books. There has been no significant 
change in property values since the revaluation. $500,000 of the revaluation reserve will be realised in the 
current year as a result of the depreciation of the buildings and should be transferred to retained earnings. 

(iv) Details of the investment property are: 

Value - 1 October 20X3 $1 million 

Value - 30 September 20X4 $9.8 million 

The company adopts the fair value method in IAS 40 Investment Property' of valuing its investment 
property. 

(v) Plant and equipment (other than that referred to in note (i) above) is depreciated at 20% per annum on the 
reducing balance basis. All depreciation is to be charged to cost ot sales. 

(vi) The above balances contain the results of Tourmalet' s car retailing operations which ceased on 31 

December 20X3 due to mounting losses. The results of the car retailing operation, which is to be treated as a 
discontinued operation, for the year to 30 September 20X4 are: 
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Cost of sales 16,0000 

Operating expenses (4,000 less 800 tax repayment due) 3,2000 

The operating expenses are included in administration expenses in the trial balance. Tourmalet is still paying 
rentals tor the lease of its car showrooms. The rentals are included in operating expenses. Tourmalet is 
hoping to use the premises as an expansion of its administration offices. This is dependent on obtaining 
planning permission from the local authority for the change ot use, however this is very difficult to obtain. 
Failing this, the best option would be early termination of the lease which will cost $1 S million in penalties. 
This amount has not been provided for. 

(vii) The balance on the taxation account in the trial balance is the result of the settlement of the previous year's 
tax charge. The directors have estimated the provision for income tax tor the year to 30 September 20X4 at 
$9 2 million. 

(viii) The preference shares will be redeemed at par. The finance cost is equivalent to the annual dividend. 

Required 

(a) Comment on the substance of the sale otthe plant and the directors' treatment of ft. (5 marks) 

( b) P re pa re the inco me stateme nt. ( 1 7 ma rks) 

(c) A statement of changes in equity tor Tourmalet for the year to 30 September 20X4 in accordance with 

cu rrent I nternational Acco u nti ng Standard s . (3 marks ) 

Note. A statement of financial position is NOT required. Disclosure notes are NOT required. (Total = 25 marks) 

30 Partway (2.5 1 2/06) 45 mins 

(a) (i) State the definition of both non-current assets held for sale and discontinued operations and explain 
the usefulness of information tor discontinued operations. (4 marks) 

Partway is in the process of preparing its financial statements for the year ended 31 October 20X6. The 
company's main activity is in the travel industry mainly selling package holidays (flights and 
accommodation) to the general public through the Internet and retail travel agencies. During the current year 
the number of holidays sold by travel agencies declined dramatically and the directors decided at a board 
meeting on 15 October 20X6 to cease marketing holidays through its chain of travel agents and sell off the 
related high-street premises. Immediately after the meeting the travel agencies' staff and suppliers were 
notified of the situation and an announcement was made in the press. The directors wish to show the travel 
agencies' results as a discontinued operation in the financial statements to 31 October 20X6. Due to the 
declining business of the travel agents, on 1 August 20X6 (three months before the year end) Partway 
expanded its Internet operations to offer car hire facilities to purchasers of its Internet holidays. 

The following are Partway' s summarised income statement results - years ended: 

3 1 0ctober 20X6 31 October 20X5 
Internet travel agencies car hire total Total 

$'000 $000 £'000 $'000 £'000 



Gross profit/(loss) 5,000 (2,500) 500 3,000 8,000 

Operating expenses (1,000 ) (1,500 ) (100 ) (2,600 ) (2,000 ) 

Profit/( loss) before tax 4,000 (4,000 ) 400 400 6,000 

The results tor the travel agencies for the year ended 31 October 20X5 were: revenue $18 million, cost of 
sales $15 million and operating expenses of $1.5 million. 

Required 

(ii) Discuss whether the directors' wish to show the travel agencies' results as a discontinued operation 
is justifiable. (4 marks) 



Questions 
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(iii) Assuming the closure of the travel agencies is a discontinued operation, prepare the (summarised) 
income statement of Partway for the year ended 31 October 20X6 together with its comparatives. 

Note. Partway discloses the analysis of its discontinued operations on the face of its income 
statement. (6 marks) 

(b) (i) Describe the circumstances in which an entity may change its accounting policies and how a change 
should be applied. (5 marks) 

The terms under which Partway sells its holidays are that a 10% deposit is required on booking and the 
balance of the holiday must be paid six weeks before the travel date. In previous years Partway has 
recognised revenue (and profit) from the sale of its holidays at the date the holiday is actually taken. From 
the beginning of November 20X5, Partway has made it a condition of booking that all customers must have 
holiday cancellation insurance and as a result it is unlikely that the outstanding balance of any holidays will 
be unpaid due to cancellation. In preparing its financial statements to 31 October 20X6, the directors are 
proposing to change to recognising revenue (and related estimated costs) at the date when a booking is 
made. The directors also feel that this change will help to negate the adverse effect of comparison with last 
year's results (year ended 31 October 20X5) which were betterthan the current year's. 

Required 

(ii) Comment on whether Partway's proposal to change the timing of its recognition of its revenue is 



31 Preparation question: Group financial statements 

(a) Set out the exemptions from the requirement to present consolidated financial statements which are 
available to a parent company. 

(b) Explain why intra-group transactions and balances are eliminated on consolidation. 

32 Preparation question with helping hands: Simple 
consolidation 

Boo has owned 80% of Goose's equity since its incorporation. On 31 December 20X8 it despatched goods which 
cost $80,000 to Goose, at an invoiced cost of $1 00,000. Goose received the goods on 2 January 20X9 and recorded 
the transaction then. The two companies' draft accounts as at 31 December 20X8 are shown below. 

INCOME STATEMENT FOR THE YEAR ENDED 31 DECEMBER 20X8 



Revenue 
Cost of sales 
Gross profit 
Other expenses 
Profit before tax 
Income tax expense 
Profit for the year 



Boo 


Goose 


$'000 


$000 


5,000 
2,900 
2,100 


1,000 
600 
400 


1,700 
400 


320 
80 


130 
270 


2b 
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2,000 


200 


500 


120 


650 


40 


390 


35 


1,540 


195 


3,540 


395 



STATEMENTS OF FINANCIAL POSITION AT 31 DECEMBER 20X8 

$'000 $'000 

Assets 

Non-current assets 

Property, p lant and eq u i pme nt 1 920 200 

I nvestm e nt i n G 00 se 80 

Current assets 
Inventories 
Trade receivables 
Bank and cash 

Total assets 

Equity and liabilities 
Equity 
Share capital 
Retained earnings 

Current liabilities 

Trade payables 
Tax 

Total equity and liabilities 
Required 

Prepare a draft consolidated statement of financial position and income statement. It is the group policy to value the 
n on -controlling interest at acquisition at its proportionate share of the fair value of the subsidiary's identifiable net 
assets. 

Helping hands 

1 This is a very easy example to ease you into the technique of preparing consolidated accounts. There are a 
number of points to note. 

2 Inventory in transit should be included in the statement of financial position and deducted from cost of sales 
at cost to the group. 

3 Similarly, the intra-group receivable and sale should be eliminated as a consolidation adjustment. 

4 Boo Co must have included its inter-company account in trade receivables as it is not specifically mentioned 
elsewhere in the accounts. 

5 Remember that onlv the parent's issued share capital is shown in the arouo accounts. 



2,000 


100 


500 


240 


2,500 


340 


910 


3D 


130 


25 


1,040 


55 


3,540 


395 
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represents the non-controlling interest in retained earnings and share capital only. 

33 Hideaway (2.5 12/05 amended) 18 mins 

Related party relationships are a common feature of commercial life. The objective of IAS 24 Related party 
disclosures is to ensure that financial statements contain the necessary disclosures to make users aware ot the 
possibility that financial statements may have been affected by the existence of related parties. 

Required 

(a) Explain why the disclosure of related party relationships and transactions may be important. (4 marks) 

(b) Hideaway is a public listed company that owns two subsidiary company investments. It owns 1 00% of the 
equity shares of Benedict and 55% ot the equity shares of Depret. During the year ended 30 September 
20X5 Depret made several sales ot goods to Benedict. These sales totaled $15 million and had cost Depret 

Questions P_y 



$14 million to manufacture. Depret made these sales on the instruction of the Board of Hideaway. It is 
known that one of the directors of Depret, who is not a director of Hideaway, is unhappy with the parent 
company's instruction as he believes the goods could have been sold to other companies outside the group 
at the far higher price ot $20 million. All directors within the group benefitfrom a profit sharing scheme. 

Required 

Describe the financial effect that Hideaway's instruction may have on the financial statements of the 
companies within the group and the implications this may have for other interested parties. (6 marks) 

(Total = 10 marks) 

34 Highveldt (2.5 6/05 amended) 45 mins 

Highveldt, a public listed company, acquired 75% of Samson's ordinary shares on 1 April 20X4. Highveldt paid an 
immediate S3 50 per share in cash and agreed to pay a further amount of $108 million on 1 April 20X5. Highveldt's 
cost of capital is 8% per annum. Highveldt has only recorded the cash consideration ot $350 per share. 



Sm 



Tangible non-current assets (note (i)) 
Development costs (note (iv)) 
Investments (note (ii)) 

Current assets 
Total assets 



$m 
420 
nil 
300 
720 
133 
853 



Sm 



$m 
320 

40 
2D 



471 



Equity and liabilities 

Ordinary shares ot $1 each 270 80 

Reserves: 

Share premium 

Revaluation surplus 

Retained earnings - 1 April 20X4 

-year to 31 March 20X5 





80 




40 




•lb 




nil 


160 




134 




190 


350 

745 


7 1 


210 

330 




nil 




60 




108 




81 




543 




471 



Non -current liabilities 

10% intercompany loan {note (ii)) 

Current liabilities 

Total equity and liabilities 

The following information is relevant: 

(i) Highveldt has a policy of revaluing land and buildings to fair value. At the date of acquisition Samson's land 
and buildings had a fair value $20 million higher than their book value and at 31 March 20X5 this had 
increased by a further $4 million (ignore any additional depreciation). 

(ii) Included in Highveldt's investments is a loan of $60 million made to Samson at the date ot acquisition. 
Interest is payable annually in arrears. Samson paid the interest due for the year on 31 March 20X5, but 
Highveldt did not receive this until after the year end. Highveldt has not accounted for the accrued interest 
from Samson. 

(iii) Samson had established a line of products under the brand name of Titanware. Acting on behalf of 

Highveldt, a firm of specialists, had valued the brand name at a value of $40 million with an estimated life ot 
10 years as at 1 April 20X4. The brand is not included in Samson's statement ot financial position. 

(iv) Samson's development project was completed on 30 September 20X4 at a cost of $50 million. $1 million 
of this had been amortised by 31 March 20X5. Development costs capitalised by Samson at the date of 
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Questions 



acquisition were $18 million. Highveldt's directors are of the opinion that Samson's development costs do 

not meet the criteria in IAS 38 Intangible Assets tor recognition as an asset, 
(v) Samson sold goods to Highveldt during the year at a profit ot $6 million. One-third of these goods were still 

in the inventory of Highveldt at 31 March 20X5. 
(vi) An impairment test at 31 March 20X5 on the consolidated goodwill concluded that it should be written down 

by $22 million. No other assets were impaired, 
(vii) It is the group policy to value the non-controlling interest at full fair value. At the date of acquisition the 

directors estimated the fair value of the non-controlling interestto be $74m. 

Required 

(a) Calculate the following figures as they would appear in the consolidated statement of financial position of 
Highveldt at 31 March 20X5: 

(i) Goodwill (S marks) 

(ii) Non-controlling interest (4 marks) 

(iii) The following consolidated reserves 

share premium, revaluation surplus and retained earnings. (8 marks) 

Note. Show your workings 

(b) Explain why consolidated financial statements are useful to the users ot financial statements (as opposed to 
just the parent company's separate (entity) financial statements). (5 marks) 

(Total = 25 marks) 

35 Parentis (2.5 6/07 amended) 45 mins 

Parentis, a public listed company, acquired 600 million equity shares in Offspring on 1 April 20X6. The purchase 
consideration was made up of: 

A share exchange ot one share in Parentis for two shares in Offspring 

The issue of $100 10% loan note for every 500 shares acquired; and 

A deferred cash payment of 11 cents per share acquired payable on 1 April 20X7. 

Parentis has only recorded the issue of the loan notes. The value of each Parentis share at the date of acquisition 
was 75 cents and Parentis has a cost of capital ot 10% per annum. 

The statements of financial position of the two companies at 31 March 20X7 are shown below: 



Assets 


«+i ii i 


ip III 


141 111 


41 111 




Property, plant and equipment (note (i)J 




640 




340 




Investments 




120 




nil 




Intellectual property (note (ii)) 




nil 
760 




30 
370 




Current assets 












Inventory (note (iii)) 


76 




22 






Trade receivables (note (iii)) 


M 




44 






Bank 


nil 


160 


4 


70 




Total assets 




m 




445 
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Parentis 


< 


Jffspring 






$m 


$m 


$m 


$m 




Equity and liabilities 












Equity shares ot 25 cents each 




300 




200 




Retained earnings - 1 April 20X6 


210 




120 






-year ended 31 March 20X7 


_90 


300 


20 


140 








600 




340 




Non-current liabilities 












10% loan notes 




120 




20 




Current liabilities 












Trade payables (note (iii)) 


130 




57 






Current tax payable 


45 




23 






Overdraft 


25 


200 


nil 


80 





The following information is relevant: 

(i) At the date of acquisition the fair values of Offspring's net assets were approximately equal to their carrying 
amounts with the exception of its properties. These properties had a fair value ot $40 million in excess of 
their carrying amounts which would create additional depreciation of $2 million in the post acquisition 
period to 31 March 20X7. The fair values have not been reflected in Offspring's statement of financial 
position. 

(ii) The intellectual property is a system ot encryption designed tor internet use. Offspring has been advised that 
government legislation (passed since acquisition) has now made this type of encryption illegal. Offspring will 
receive $10 million in compensation from the government. 

(Hi) Offspring sold Parentis goods for $1 5 million in the post acquisition period. $5 million of these goods are 
included in the inventory of Parentis at 31 March 20X7. The profit made by Offspring on these sales was $6 
million. Offspring's trade payable account (in the records of Parentis) of $7 million does not agree with 
Parentis's trade receivable account {in the records of Offspring) due to cash in transit of $4 million paid by 
Parentis. 

(iv) Due to the impact of the above legislation. Parentis has concluded that the consolidated goodwill has been 
impaired by $28 million. 

(v) It is the group policy to value the non-controlling interest at full fair value. The fair value of the non- 
controlling interest at the date of acquisition was estimated at $97m. 

Required 

Prepare the consolidated statement of financial position of Parentis as at 31 March 20X7. {25 marks) 

36 Pedant i c (1 2/08) 45 mire 

On 1 April 20X8, Pedantic acquired 60% of the equity share capital of Sophistic in a share exchange ottwo shares 
in Pedantic for three shares in Sophistic. The issue of shares has not yet been recorded by Pedantic. At the date of 
acquisition shares in Pedantic had a market value of $6 each. Below are the summarised draft financial statements 
of both companies. 

INCOME STATEMENTS FOR THE YEAR ENDED 30 SEPTEMBER 20X8 



Revenue 
Cost of sales 
Gross profit 
Distribution costs 
Administrative expenses 
Finance costs 
Profit before tax 
Income tax expense 
Profit for the vear 



Pedantic 


Sophistic 


$000 


$'000 


8b. 000 


42,000 


(63,000) 


(32,000) 


22,000 


10,000 


(2,000) 


(2,000) 


(6,000) 


(3,200) 


(300) 


(400) 


13,700 


4,400 


(4,700) 


(1,400) 


9.000 


3.000 
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56,600 


19,200 


10,000 


4,000 


35,400 


6,500 


45,400 


10,500 


3,000 


4,000 


8,200 


4,700 


56,600 


19,200 



STATEMENTS OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X8 

Assets 

Non-current assets 

Property, plant and equipment 40,600 12, 

Current assets 16,000 6, 

Total assets 

Equity and liabilities 
Equity shares of $1 each 
Retained earnings 

Non-current liabilities 
1 0% loan notes 
Current liabilities 
Total equity and liabilities 

The following information is relevant: 

(i) At the date of acquisition, the fair values of Sophistic s assets were equal to their carrying amounts with the 
exception of an item of plant, which had a fair value of $2 million in excess of its carrying amount. It had a 
remaining life of five years at that date [straight- line depreciation is used]. Sophistic has not adjusted the 
carrying amount of its plant as a result of the fair value exercise. 

(ii) Sales from Sophistic to Pedantic in the post acquisition period were $8 million. Sophistic made a mark up 
on cost of 40% on these sales. Pedantic had sold $5-2 million (at cost to Pedantic] of these goods by 30 
September 20X8. 

(iii) Other than where indicated, income statement items are deemed to accrue evenly on a time basis. 

(iv) Sophistic's trade receivables at 30 September 20X8 include $600,000 due from Pedantic which did not 
agree with Pedantic's corresponding trade payable. This was due to cash in transit of $200,000 from 
Pedantic to Sophistic. Both companies have positive bank balances. 

(v) Pedantic has a policy of accounting for any non-controlling interest at full fair value. The fair value of the 
non-controlling interest in Sophistic at the date of acquisition was estimated to be $5.9m. Consolidated 
goodwill was not impaired at 30 September 20X8. 



\a) rrepare tne eonsonaaiea income statement tor reaanuctor tne year enaea ju depremoer tuw. \y marcs; 
(b) Prepare the consolidated statement ot financial position for Pedantic as at 30 September 20X8. (16 marks) 

Note: a statement ot changes in equity is not required. 

(Total = 25 marks) 

37 Preparation question: Acquisition during the year 

Port has many investments, but before 20X4 none of these investments met the criteria tor consolidation as a 
subsidiary. One of these older investments was a$2.3m 12% loan to Alfred which was made in 20W1 and is not 
due to be repaid until 20 Y6. 

On 1st November 20X4 Port purchased 75% otthe equity of Alfred for $650,000. The consideration was 35,000 $1 
equity shares in Port with a fair value of $650,000. 

Noted below are the draft income statements and movement in retained earnings tor Port and its subsidiary Alfred 
for the year ending 31 st December 20X4 along with the draft statements of financial position as at 31 st December 
20X4. 
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INCOME STATEMENTS FOR THE YEAR ENDING 31 DECEMBER 20X4 



Revenue 

Cost of sales 

Gross profit 

Interest on loan to Alfred 

Other investment income 

Operating expenses 

Finance costs 



Port 


Alfred 


$000 
100 


$'000 
996 


<36) 
64 


(258) 
738 


276 


- 


158 


- 


(56) 


(330) 
(276) 



330 


_96 


Port 


Alfred 


$000 


$000 



2,300 


- 


600 


- 


3,000 


3,000 


800 


139 


3,800 


3,139 


200 


100 


500 


85 


2,900 


331 


3.600 


516 



Profit for the year 

STATEMENTS OF FINANCIAL POSITION AS AT 31 DECEMBER 20X4 



Assets 

Non-current assets 

Property, plant and equipment 100 3,000 

Investments 

Loan to Alfred 

Other investments 

Current assets 
Total assets 

Equity and liabilities 

Equity 

$1 Equity shares 

Share premium 

Retained earnings 

Non -current liabilities 

Loan from Port - 2,300 

Current liabilities 

Sundry 200 323 

Total equity and liabilities 3,800 3,139 

Notes 

(a) Port has not accounted for the issue of its own shares or for the acquisition of the investment in Alfred. 

(b) There has been no impairment in the value of the goodwill. 

(c) It is the group policy to value the non-controlling interest at acquisition at full fair value. The fair value of the 
non-controlling interest in Alfred at the date of acquisition was estimated to be $1 25,000. 

Required 

Prepare the income statement for the Port Group for the year ending 31 December 20X4 and a statement of 
financial position at that date. 

Approaching the question 

1 Establish the group structure, noting tor how long Alfred was a subsidiary. 

2 Adjust Port' s statement of financial position for the issue of its own shares and the cost of the investment in Alfred. 

3 Sketch out the formal of the group income statement and statement of financial position, and then till in the amounts 
for each company directly from the question. (Note, sub-totals are not normally needed when you do this.) 



6 Remember to time-apportion the non-controlling interest in Alfred. 



Questions 
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38 Hillusion (2.5 6/03) 



45 mins 



In recent years Hillusion has acquired a reputation for buying modestly performing businesses and selling them at a 
substantial profit within a period of two to three years of their acquisition. On 1 July 20X2 Hillusion acquired 80% of 
the ordinary share capital of Skeptik at a cost of $10,280,000. On the same date it also acquired 50% of Skeptik' s 
10% loan notes at par. The summarised draft financial statements of both companies are: 

INCOME STATEMENTS: YEAR TO 31 MARCH 20X3 



Sales revenue 
Cost of sales 

Gross profit 

Operating expenses 
Loan interest received (paid) 
Profit before tax 
Income tax expense 
Profit for the year 

STATEMENTS OF FINANCIAL POSITION AS AT 31 MARCH 20X3 



Assets 

Tangible non-current Assets 

Investments 

Current assets 
Total assets 

Equity and liabilities 



Hillusion 


Skeptik 


$000 


$000 


60,000 


24,000 


(42,000) 


(20,000) 


18,000 


4,000 


(6,000) 
75 
12,075 


(200) 
3,600 


(3,000) 
9,075 


(600) 
3,000 


Hillusion 


Skeptik 


$'000 


$'000 


19,320 


8,000 


11,280 
30,000 


Nil 

8,000 


15,000 


8,000 


45,600 


16,000 



Retained earnings 25,600 6,400 

35,600 10,400 
Non-current liabilities 

10% loan notes Nil 2,000 

Current liabilities 10,000 3,600 

Total equity and liabilities 45,600 16,0 00 

The following information is relevant: 

(i) The fair values of Skeptik's assets were equal to their book values with the exception of its plant, which had 
a fair value of $3-2 million in excess of its book value at the date of acquisition. The remaining life of all of 
Skeptik's plant at the date of its acquisition was four years and this period has not changed as a result of the 
acquisition. Depreciation of plant is on a straight-line basis and charged to cost of sales. Skeptik has not 
adjusted the value of its plant as a result of the fair value exercise. 

(ii) In the post acquisition period Hillusion sold goods to Skeptik at a price of $1 2 million. These goods had cost 
Hillusion $9 million. During the year Skeptik had sold $10 million (at cost to Skeptik) of these goods for $15 
million. 

(iii) Hillusion bears almost all of the administration costs incurred on behalf of the group (invoicing, credit 
control etc). It does not charge Skeptik tor this service as to do so would not have a material effect on the 
group profit. 

(iv) Revenues and profits should be deemed to ace rue evenly throughout the year. 

(v) The current accounts of the two companies were reconciled at the year-end with Skeptik owing Hillusion 
$750,000. 



Questions P_y' 
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(vr) The goodwill was reviewed for impairment at the end of the reporting period and had suffered an impairment 

loss of $300,000, which is to be treated as an operating expense, 
(vti) Hillusion's opening retained earnings were $16,525,000 and Skeptik's were $5,400,000. No dividends were 

paid or declared by either entity during the year. 

(viii) It is the group policy to value the non-controlling interest at acquisition at fair value. The directors valued the 
non-controlling interest at $2.5 m at the date of acquisition. 



I 



(a) Prepare a consolidated income statement and statement of financial position for Hillusion for the year to 31 
March 20X3. (20 marks) 

(b) Explain why it is necessary to eliminate unrealised profits when preparing group financial statements; and 
how reliance on the entity financial statements ot Skeptik may mislead a potential purchaser of the company. 

(5 marks) 

(Total = 25 marks) 

39 Hydan (2.5 6/06) 45 mins 

On 1 October 20X5 Hydan, a publicly listed company, acquired a 60% controlling interest in Systan paying $9 per 
share in cash. Prior to the acquisition Hydan had been experiencing difficulties with the supply of components that 
it used in its manufacturing process. Systan is one of Hydan's main suppliers and the acquisition was motivated by 
the need to secure supplies. In order to finance an increase in the production capacity of Systan, Hydan made a 
non-dated loan at the date of acquisition of $4 million to Systan that carried an actual and effective interest rate of 
10% per annum. The interest to 31 March 20X6 on this loan has been paid by Systan and accounted for by both 
companies. The summarised draft financial statements of the companies are: 

INCOME STATEMENTS FOR THE YEAR ENDED 31 MARCH 20X6 

Hydan Systan 









Pre- 


Post- 








acquisition 


acquisition 






$'000 


$'000 


$'000 


Revenue 




98,000 


24,000 


35,200 


Cost of sales 




(76,000) 


(18,000) 


(31,000) 


Gross profit 




22,000 


6,000 


4,200 


Operating expenses 




(11,800) 


(1.200) 


(8,000) 


Interest income 




350 


nil 


nil 


Finance costs 




(420) 


nil 


(200) 


Prof it/( loss) before 


tax 


10,130 


4,800 


(4,000) 


Income tax (expense)/relief 


(4,200) 


(1,200) 


1,000 


Prof it/(loss) for the 


year 


5,930 


3,600 


(3,000) 



STATEMENTS OF FINANCIAL POSITION AS AT 31 MARCH 20X6 

Hydan Systan 

$'000 $'000 
Non-current assets 

Property, plant and equipment 18,400 9,500 

Investments (including loan to Systan) 16,000 nil 

34,400 9,500 

C u rrent assets 1 8 ,000 7,200 
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Hydan 
$000 


Systan 
$000 


10,000 

5,000 

20,000 

35,000 


2,000 

500 

6,300 

8,800 


6,000 
ni 
11,400 
52,400 


nil 

4,000 

3,900 

16,700 



Equity and liabilities 
Ordinary shares of $1 each 
Share premium 
Retained earnings 

Non-current liabilities 
7% Bank loan 
1 0% loan from Hydan 
Current liabilities 

Total equity and liabilities 

The following information is relevant: 

(i) At the date of acquisition, the fair values of Systan's property, plant and equipment were $1 2 million in 
excess of their carrying amounts. This will have the effect of creating an additional depreciation charge (to 
cost of sales) of $300,000 in the consolidated financial statements for the year ended 31 March 20X6. 
Systan has not adjusted its assets to fair value. 

(ii) In the post acquisition period Systan's sales to Hydan were $30 million on which Systan had made a 

consistent profit of 5% of the selling price. Of these goods, $4 million (at selling price to Hydan) were still in 
the inventory of Hydan at 31 March 20X6. Prior to its acquisition Systan made all its sales at a uniform gross 
profit margin. 

(iii) Included in Hydan's current liabilities is $1 million owing to Systan. This agreed with Systan's receivables 
ledger balance for Hydan at the year end. 

(iv) An impairment review of the consolidated goodwill at 31 March 20X6 revealed that its current value was 



l, vji iitfiuiei company paw a uiviuenu in ui« year 10 j i lYiaicn £uad. 

(vi) It is group policy to value the non-controlling interest at acquisition at full (or fair) value. Just prior to 
acquisition by Hydan, Systan's shares were trading at $7. 

Required 

(a) Prepare the consolidated income statement for the year ended 31 March 20X6 and the consolidated 
statement of financial position at that date. (20 marks) 

(b) Discuss the effect that the acquisition of Systan appears to have had on Systan's operating performance. 

(5 marks) 

(Total ■ 25 marks) 

40 Pandar (12/09) 45mins 

On 1 April 2009 Pandar purchased 80% of the equity shares in Salva. The acquisition was through a share 
exchange of three shares in Pandar for every five shares in Salva. The market prices of Pandar's and Salva's shares 
at 1 April 2009 were $6 per share and $3.20 respectively. 

On the same date Pandar acquired 40% of the equity shares in Ambra paying $2 per share. 



Questions D J 

llMMtiltaB 



The summarised income statements tor the three companies tor the year ended 30 September 2009 are: 

Pandar Salva Ambra 

$'000 $'000 $'000 



Gross profit 

Distribution costs 

Administrative expenses 

Investment income (interest and dividends) 

Finance costs 

Profit (loss) before tax 

Income tax (expense) relief 

Profit (loss) for the year 



84,000 


50,000 


10,000 


(11,200) 


(7,000) 


(5,000) 


(18,300) 


(9,000) 


(11,000) 


9,500 






(1,800) 


(3,000) 


nil 


62,200 


31,000 


(6,000) 


(15,000) 


(10,000) 


1,000 


47,200 


21,000 


(5,000) 


) September 2009 is available: 




200,000 


120,000 


40,000 


300,000 


nil 


ni 


40,000 


152,000 


15,000 


47,200 


21 ,000 


(5,000) 


ni 


(8,000) 


nil 



Equity shares of $1 each 

Share premium 

Retained earnings 1 October 2008 

Profit (loss) for the year ended 30 September 2009 

Dividends paid (26 September 2009) 

The following information is relevant: 

(i) The fair values of the net assets of Salva at the date of acquisition were equal to their carrying amounts with 
the exception of an item of plant which had a carrying amount of $12 million and a fair value of $17 million. 
This plant had a remaining life of five years (straight- line depreciation) at the date of acquisition of Salva. All 
depreciation is charged to cost of sales. 

In addition, Salva owns the registration of a popular internet domain name. The registration, which had a 
negligible cost, has a five year remaining life (at the date of acquisition); however, it is renewable indefinitely 
at a nominal cost. At the date of acquisition the domain name was valued by a specialist company at $20 
million. 

The fair values of the plant and the domain name have not been reflected in Salva's financial statements. 

No fair value adjustments were required on the acquisition of the investment in Ambra. 

(ii) Immediately after its acquisition of Salva, Pandar invested $50 million in an 8% loan note from Salva. All 
interest accruing to 30 September 2009 had been accounted for by both companies. Salva also has other 
loans in issue at 30 September 2009. 

(iii) Pandar has credited the whole of the dividend it received from Salva to investment income. 

(iv) After the acquisition, Pandar sold goods to Salva for $1 5 million on which Pandar made a gross profit of 
20%. Salva had one third of these goods still in its inventory at 30 September 2009. There are no intra- 
group current account balances at 30 September 2009. 

(v) The no n -controlling interest in Salva is to be valued at its (full) fair value at the date of acquisition. For this 
purpose Salva's share price at that date can be taken to be indicative of the fair value of the shareholding of 
the non-controlling interest. 



(vii) All items in the above income statements are deemed to accrue evenly over the year unless otherwise 
indicated. 



Required 
(a) m 



Calculate the goodwill arising on the acquisition of Salva at 1 April 2009; 



(6 marks) 



Calculate the carrying amount ot the investment in Ambra to be included within the consolidated 
statement ot financial position as at 30 September 2009. (3 marks) 



lium'Hiiii 



Questions 



(b) Prepare the consolidated income statement for the Pandar Group for the year ended 30 September 2009. 

(16 marks) 

(Total = 25 marks) 



41 Preparation question: Laurel 

CONSOLIDATED STATEMENT OF FINANCIAL POSITION 

Laurel acquired 80% of the ordinary share capital of Hardy for $160m and 40% of the ordinary share capital of 
Comic for $70m on 1 January 20X7 when the retained earnings balances were $64m in Hardy and $24 m in Comic. 
Laurel, Comic and Hardy are public limited companies. 

The statements of financial position of the three companies at 31 December 20X9 are set out below: 



Non-current assets 

Property, plant and equipment 
Investments 

Current assets 

Inventories 
Trade receivables 



Laurel 


Hardy 


Comic 


$'m 


$m 


$'m 


220 


160 


,'8 


230 
450 


160 


78 



234 



275 

A1 



122 

67 



400 


96 


BO 


16 


3 


■ 


278 
694 


128 
227 


97 
177 


457 
1,151 


343 
570 


124 

301 



1,131 &/U JU1 

Equity 

Share capital - $1 ordinary shares 
Share premium 
Retained earnings 

Current liabilities 

Trade payables 

You are also given the following information: 

1 On 30 November 20X9 Laurel sold some goods to Hardy for cash for $32 m. These goods had originally cost 
$22 m and none had been sold by the year-end. On the same date Laurel also sold goods to Comic for cash 
for $22m. These goods originally cost $10m and Comic had sold half by the year end. 

2 On 1 January 20X7 Hardy owned some items of equipment with a book value of $45 m that had a fair value 
of $57m. These assets were originally purchased by Hardy on 1 January 20X5 and are being depreciated 
over 6 years. 

3 Group policy is to measure non-controlling interests at acquisition at fair value. The fair value of the non- 
controlling interests in Hardy on 1 January 20X7 was calculated as $39m. 

4 Cumulative impairment losses on recognised goodwill amounted to $15m at 31 December 20X9. No 
impairment losses have been necessary to date relating to the investment in the associate. 

Required 

Prepare a consolidated statement ot financial position for Laurel and its subsidiary as at 31 December 20X9, 
incorporating its associate in accordance with IAS 28. Use the following pro-f orma. 



Questions 



(fi^ 1 



Laurel uroup - uonsoiiaaiea siaiement ot Financial position as at 31 uecemoer zuxy 

I'm 
Non -current assels 
Property, plant and equipment 
Goodwill 
Investment in associate 

Current assets 

Inventories 

Trade receivables 

Cash 



Equity attributable to owners of the parent 
Share capital — $1 ordinary shares 
Share premium 
Retained earnings 

Non -controlling interests 

Current liabilities 

Trade payables 

Workings 

1 Group structure 



Goodwill 

$'m $'m 

Consideration transterred 
Non -controlling interests {at 'full' fair value) 
Fair value ot net assets at acq'n: 

Share capital 

Share premium 

Retained earnings 



■ * t __■! m. ± /ka.l m 



Impairment losses 



Investment in associate 



>m 



Cost of associate 

Share of post acquisition retained reserves (W4) 

Unrealised profit (W6) 

Impairment losses 



lllM—'Milll 



Questions 



Consolidated retained earnings 



Per question 

Less: Provision for unrealised profit re Hardy (W6) 
Provision tor unrealised profit re Comic (W6) 
Fair value adjustment movement (W7) 
Less: p re-acquisition retained earnings 

Group share of post acquisition retained earnings: 

Hardy 

Comic 
Less: group share of impairment losses 



Laurel 

$'m 



Hardy 
I'm 



Comic 
$'m 



N on -controlling interests 

Non-controlling interests at acquisition (W2) 
NCI share of post acquisition retained earnings: 



$'m 



6 Unrealised profit 

Laurel's sales to Hardy: 

CR 
Laurel's sates to Comic (associate): 



DH 

CR 

7 Fair value adjustments 



Property, plant and equipment 



At acquisition 


Movement 


At year 


date 




end 


$'m 


$m 


$'m 


T 


T 


T 


Goodwill 


Ret'd 
earnings 


PPE 



42 Preparation question: Tyson 

CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME 

Below are the statements ot comprehensive income of Tyson, its subsidiary Douglas and associate Frank at 
31 December 20X8. Tyson, Douglas and Frank are public limited companies. 



Questions 



w» 





Tyson 


Douglas 


Frank 




S'm 


I'm 


$'m 


Revenue 


500 


150 


70 


Cost of sales 


(270) 


J80) 


(30) 


Gross profit 


230 


70 


40 


Other expenses 


(150) 


(20) 


(15) 


Finance income 


15 


10 


- 


Finance costs 


(20) 


- 


(10) 


Profit before tax 


75 


60 


15 


Income tax expense 


J25) 


J15) 


m 


PROFIT FOR THE YEAR 


50 


45 


10 


Other comprehensive income: 








Gains on property revaluation, net of tax 


20 


10 


b 


TOTAL COMPREHENSIVE INCOME FOR THE YEAR 


70 


55 


1b 



You are also given the following information: 

1 Tyson acquired 80m shares in Douglas for $188m 3 years ago when Douglas had a credit balance on its 
reserves of $40m. Douglas has 100m $1 ordinary shares. 

2 Tyson acquired 40m shares in Frank tor $60 m 2 years ago when that company had a credit balance on its 
reserves ot $20m. Frank has 100m $1 ordinary shares. 

3 During the year Douglas sold some goods to Tyson for $66m (cost $48m). None of the goods had been sold 
by the year end. 

4 Group policy is to measure non-controlling interests at acquisition at fair value. The fair value of the non- 
controlling interests in Douglas at acquisition was $40m. An impairment test carried out at the year end 
resulted in $15m of the recognised goodwill relating to Douglas being written off and recognition ot 
impairment losses of $2.4m relating to the investment in Frank. 

Required 

Prepare the consolidated statement of comprehensive income for the year ended 31 December 20X8 for Tyson, 
incorporating its associate. 

PROFORMA SOLUTION 

Tyson Group - Consolidated statement of comprehensive income for the year ended 31 December 20X8 



m 



Revenue 

Cost of sales 



utner expenses 

Finance income 

Finance costs 

Share of profit of associate 

Profit before tax 

Income tax expense 

PROFIT FOR THE YEAR 

Other comprehensive income: 

Gains on property revaluation, net of tax 

Share of other comprehensive income of associates 

Other comprehensive income for the year, net of tax 

TOTAL COMPREHENSIVE INCOME FOR THE YEAR 



j^ V^ ' Questions 



Profit attributable to: 
Owners of the parent 
Non-controlling interests 

Total comprehensive income attributable to: 
Owners of the parent 
Non-controlling interests 

Workings 

1 Group structure 



Non-contwtling interests 

PFY/TCI per question 
Unrealised profit (W3) 
Impairment loss 

x NCI share 
Unrealised profit 

Selling price 

Cost 

Provision for unrealised profit 



PFY 

$'m 



TCI 

$'m 



$m 



43 Plateau (12/07) 



45 mins 



On 1 October 20X6 Plateau acquired the following non-current investments: 

3 million equity shares in Savannah by an exchange of one share in Plateau for every two shares in 
Savannah plus $1.25 per acquired Savannah share in cash. The market price of each Plateau share at the 
date of acquisition was $6 and the market price of each Savannah share at the date of acquisition was $3.25. 
- 30% of the equity shares of Axle at a cost of $7 50 per share in cash. 

Only the cash consideration of the above investments has been recorded by Plateau. In addition $500,000 of 
professional costs relating to the acquisition of Savannah are also included in the cost of the investment. 

The summarised draft statements of financial position of the three companies at 30 September 20X7 are 



Non-current assets 
Property, plant and equipment 
Investments in Savannah and Axle 
Investments in equity instruments 



Plateau 


Savannah 


Axle 


$'000 


$'000 


$'000 


18,400 


10,400 


18,000 


13,250 


nil 


nil 


6,500 


nil 


Nil 



38,150 



10/- 00 



18,000 



Questions 



GE^ 



Plateau 


Savannah 


Axle 


$000 


S'OOO 


$000 


6,900 


6,200 


3,600 


3,200 


1,500 


2,400 


48,250 


18,100 


24,000 



10,000 



4,000 



''.,000 



16,000 


6,000 


11,000 


9,250 


2,900 


5,000 


35,250 


12,900 


20,000 


5,000 


1,000 


1,000 


B,0O0 


4,200 


3,000 


48,250 


18,100 


24,000 



Current assets 

Inventory 

Trade receivables 

Total assets 

Equity and liabilities 

Equity shares ol $1 each 

Retained earnings 

-at 30 September 20X6 

- for year ended 30 September 20X7 

Non-current liabilities 
7% Loan notes 
Current liabilities 
Total equity and liabilities 

The following information is relevant: 

(i) At the date of acquisition Savannah had five years remaining of an agreement to supply goods to one ot its major 
customers. Savannah believes it is highly likely that the agreement will be renewed when it expires. The directors 
ot Plateau estimate that the value of this customer based contract has a fair value of £1 million and an indefinite 
lite and has not suffered any impairment. 

(ii) On 1 October 20X6, Plateau sold an item of plant to Savannah at its agreed fair value of $25 million. Its 

carrying amount prior to the sale was $2 million. The estimated remaining life of the plant at the date of sale 
was five years (straight- line depreciation). 

(Hi) During the year ended 30 September 20X7 Savannah sold goods to Plateau tor $27 million. Savannah had 
marked up these goods by 50% on cost Plateau had a third of the goods still in its inventory at 30 September 
20X7. There were no intra-group payables/receivables at 30 September 20X7. 

(fv) Impairment tests on 30 September 20X7 concluded that neither consolidated goodwill nor the value of the 
investment in Axle were impaired. 

(v) The investments in equity instruments are included in Plateau's statement of financial position (above) at 
their fair value on 1 October 20X6, but they have a fair value of $9 million at 30 September 20X7. 

(vi) No dividends were paid during the year by any of the companies. 

fvii) It isthearouD policy to value non-controllina interest at acauisition at full (or fair! value. For this purpose 






Required 

(a) Prepare the consolidated statement of financial position for Plateau as at 30 September 20X7. {20 marks) 

(b) A financial assistant has observed that the fair value exercise means that a subsidiary's net assets are 
included at acquisition at their fair (current) values in the consolidated statement of financial position. The 
assistant believes that it is inconsistent to aggregate the subsidiary's net assets with those of the parent 
because most of the parent's assets are carried at historical cost. 

Required 

Comment on the assistant's observation and explain why the net assets of acquired subsidiaries are 
consolidated at acquisition at their fair values. (5 marks) 

[Total- 25 marks) 



BP^jjy QuftUont 
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44 Patronic (6/08) 45 mins 

On 1 August 20X7 Patronic purchased 18 million of a total of 24 million equity shares in Sardonic. The acquisition 
was through a share exchange of two shares in Patronic tor every three shares in Sardonic. Both companies have 
shares with a par value of $1 each. The market price of Patronic's shares at 1 August 20X7 was $5 75 per share. 
Patronic will also pay in cash on 31 July 20X9 (two years after acquisition) $2-42 per acquired share of Sardonic. 
Patronic's cost of capital is 10% per annum. The reserves of Sardonic on 1 April 20X7 were $69 million. 

Patronic has held an investment of 30% ot the equity shares in Acerbic tor many years. 

The summarised income statements for the three companies for the year ended 31 March 20X8 are: 

Patronic Sardonic Acerbic 

$'000 $'000 $'000 



56,000 

{7,400) 

(12,500) 

(2,000) 


27,000 
(3,000) 
(6,000) 
(900) 


20,000 

(6,500) 
nil 


34,100 
(10,400) 


17,100 
(3,600) 


10,000 

(4,000) 


23,700 


13,500 


6,000 



Gross profit 
Distribution costs 
Administrative expenses 
Finance costs (note (ii)) 

Profit before tax 

Income tax expense 

Profit for the year 

The following information is relevant: 

(i) The fair values of the net assets of Sardonic at the date of acquisition were equal to their carrying amounts 
with the exception of property and plant. Property and plant had fair values of $41 million and $24 million 
respectively in excess of their carrying amounts. The increase in the fair value of the property would create 
additional depreciation of $200,000 in the consolidated financial statements in the post acquisition period to 
31 March 20X8 and the plant had a remaining life of four years (straight-line depreciation) at the date of 
acquisition of Sardonic. All depreciation is treated as part of cost of sales. 

The fair values have not been reflected in Sardonic's financial statements. 

No fair value adjustments were required on the acquisition of Acerbic. 

(ii) The finance costs of Patron ic do not include the finance cost on the deferred consideration. 

(iii) Prior to its acquisition. Sardonic had been a good customer of Patron ic. In the year to 31 March 20X8, 
Patron ic sold goods at a selling price of $1 25 million per month to Sardonic both before and after its 
acquisition. Patron ic made a profit of 20% on the cost of these sales. At 31 March 20X8 Sardonic still held 
inventory of $3 million (at cost to Sardonic) of goods purchased in the post acquisition period from Patron ic. 

(iv) An impairment test on the goodwill of Sardonic conducted on 31 March 20X8 concluded that it should be 
written down by $2 million. The value of the investment in Acerbic was not impaired. 

(v) All items in the above income statements are deemed to accrue evenly over the year. 

(vi) Ignore deferred tax. 

(vii) It is the group policy to value the non-controlling interest at full fair value. At the date of acquisition the 
directors valued the non-controlling interest in Sardonic at$26m. 

Required 

(a) Calculate the goodwill arising on the acquisition of Sardonic at 1 August 20X7. (6 marks) 

(b) Prepare the consolidated income statement for the Patron ic Group for the year ended 31 March 20X8. 

Note, assume that the investment in Acerbic has been accounted for using the equity method since its 
acquisition. (15 marks) 



Questions ^r^^JJ 



Lamm; tail. 



(c) At 31 March 20X8 the other equity shares (70%) in Acerbic were owned by many separate investors. Shortly 
after this date Spekulate (a company unrelated to Patronic) accumulated a 60% interest in Acerbic by buying 
shares from the other shareholders. In May 20X8 a meeting of the board of directors of Acerbic was held at 
which Patronic lost its seat on Acerbic's board. 

Required 

Explain, with reasons, the accounting treatment Patronic should adopt for its investment in Acerbic when it 
prepares its financial statements for the year ending 31 March 20X9. (4 marks) 

(Total = 25 marks) 

45 Hedra (2.5 1 2/05) 45 mins 

Hedra, a public listed company, acquired the following investments: 

(i) On 1 October 20X4, 72 million shares in Salvador for an immediate cash payment of $1 95 million. Hedra 
agreed to pay further consideration on 30 September 20X5 ot $49 million if the post acquisition profits ot 
Salvador exceeded an agreed figure at that date (ignore discounting). Hedra has not yet accounted for this 
$49 million which is regarded as being at fair value. Salvador also accepted a $50 million 8% loan from 
Hedra at the date of its acquisition. 

(ii) On 1 April 20X5, 40 million shares in Aragon by way ot a share exchange of two shares in Hedra tor each 
acquired share in Aragon. The share market value of Hedra s shares at the date ot this share exchange was 
$2.50. Hedra has not yet recorded the acquisition of the investment in Aragon. 

The summarised statements of financial position of the three companies as at 30 September 20X5 are: 

Hedra Salvador Aragon 

$m $m $m $m $m $m 
Non-current assets 

Property, plant and equipment 358 240 270 

Investments -in Salvador 245 nil ni! 

- other 45 nil nil 



2/0 



Current assets 



Cash and bank 


nil 




4 




20 








272 




181 




200 


Equity and liabilities 




920 




421 




470 


Ordinary share capital ($1 each) 




400 




120 




100 


Reserves: 














Share premium 


■'0 




50 




nl 




Revaluation surplus 


15 




nil 




nil 




Retained earnings 


240 


295 
695 


60 


110 
230 


300 


300 
400 


Non-current liabilities 














8% loan note 


nil 




50 




nil 




Deferred tax 


^ 


45 


nil 


50 


ml 


nil 


Current liabilities 














Trade payables 


118 




141 




40 




Bank overdraft 


12 




nil 




nil 




Current tax payable 


50 


180 


nil 


141 


3d 


70 


Total equity and liabilities 




920 




421 




470 


IumgHdu 












Questions 


The following information is relevant. 














(a) Fair value adjustments and revaluations 














(i) Hedra's accounting policy tor land and buildings is that they should be carried at their fair values. The 


fair value of Salvador's land at the date of 


acquisition 


was $20 m 


ill ion in excess 


of its carrying value. 


By 30 September 20X5 this excess had increased by 


a further $5 million. Salvad 


or's buildings did not 


require any fair value adjustments. The fair value of Hedra's own 


land and buildings at 30 September 


20X5 was $12 million in excess 


of its carrying value 


in the above statement of financial position. 


(ii) The fair value of some of Salvad 


or's plant at the date of acquisition was $20 mil 


ion in excess of its 


carrying value and had a remain 


ng life of tour years 


(straight-line depreciation is used). 





company would be sufficiently profitable in the near future. However, the directors of Hedra were 
confident that these losses would be utilised and accordingly they should be recognised as a deferred 
tax asset. By 30 September 20X5 the group had not yet utilised any of these losses. The income tax 
rate Is 25%. 

(b) The retained earnings of Salvador and Aragon at 1 October 20X4, as reported in their separate financial 
statements, were $20 million and $200 million respectively. All profits are deemed to accrue evenly 
throughout the year. 

(c) An impairment test on 30 September 20X5 showed that consolidated goodwill should be written down by 
$2Qmillion. Hedra has applied IFRS 3 Business combinations since the acquisition of Salvador. 

(d) The investment in Aragon has not suffered any impairment. 

(e) It is the group policy to value non-controlling interest at acquisition at full (or fair) value. The directors 
valued the non-controlling interest at acquisition at $106m. 

Required 

Prepare the consolidated statement of financial position of Hedra as at 30 September 20X5. (25 marks) 

46 Pacemaker (6/09) 45 mins 

Below are the summarised statements of financial position for three companies as at 31 March 20X9: 





Pacemaker 




Syclop 






Vardine 


Assets 


$ million 


$ million 


$ million 


$ 


million 


$ million 


$ million 


Non-current assets 
















Property, plant and equipment 




520 






280 




240 


Investments 




345 
865 






40 

320 




nil 

240 


Current assets 
















Inventory 


142 




160 






120 




Trade receivables 


95 




88 






50 




Cash and bank 


J 


245 


22 




270 


10 


180 


Total assets 




1,110 






590 




420 


Equity and liabilities 
















Equity shares of $1 each 




500 






145 




100 


Share premium 


100 




nil 






nil 




Retained earnings 


130 


230 
730 


260 




260 
405 


240 


240 
340 


Non-current liabilities 
















10% loan notes 




180 






20 




nil 


Current liabilities 




200 






16b 




80 


Total equity and liabilities 




1,110 






590 




420 



Questions 



gj/' 



Notes 

Pacemaker is a public listed company that acquired the following investments: 

(i) Investment in Syclop 

On 1 April 20X7 Pacemaker acquired 116 million shares in Syclop for an immediate cash payment of $210 
million and issued at par one 10% $100 loan note for every 200 shares acquired. Syclop's retained earnings 
at the date of acquisition were $120 million. 

(ii) Investment in Vardine 

On 1 October 20X8 Pacemaker acquired 30 million shares in Vardine in exchange for 75 million ot its own 
shares. The stock market value of Pacemaker's shares at the date of this share exchange was $1 -60 each. 
Pacemaker has not yet recorded the investment in Vardine. 

(iii) Pacemaker's other investments, and those of Syclop, are investments in equity instruments which are 

carried at their fair values as at 31 March 20X8. The fair value of these investments at 31 March 20X9 is $82 
million and $37 million respectively. 

Other relevant information: 

(iv) Pacemaker's policy is to value non-controlling interests at their fair values. The directors of Pacemaker 
assessed the fair value of the non-controlling interest in Syclop at the date of acquisition to be S65 million. 

There has been no impairment to goodwill or the value of the investment in Vardine. 

(v) At the date of acquisition ot Syclop owned a recently built property that was carried at its (depreciated) 

construction cost of $62 million. The fair value of this property at the date of acquisition was $82 million and 
it had an estimated remaining lite of 20 years. 

For many years Syclop has been selling some of its products under the brand name of 'Kyklop'. At the date 
of acquisition the directors of Pacemaker valued this brand at $25 million with a remaining life of 10 years. 
The brand is not included in Syclop's statement of financial position. 

(vi) The inventory of Syclop at 31 March 20X9 includes goods supplied by Pacemaker tor $56 million (at selling 



(vii) Vardine's profit is subject to seasonal variation. Its profit for the year ended 31 March 20X9 was $1 00 
million. $20 million of this profit was made from 1 April 20X8 to 30 September 20X8. 

(viii) None of the companies have paid any dividends for many years. 

Required 

Prepare the consolidated statement of financial position of Pacemaker as at 31 March 20X9. 

{25 marks) 

47 Picant (6/10) 45mins 

On 1 April 2009 Picant acquired 75% of Sander's equity shares in a share exchange of three shares in Picant for 
every two shares in Sander. The market prices of Picant's and Sander's shares at the date of acquisition were $320 
and $4-50 respectively. 

In addition to this Picant agreed to pay a further amount on 1 April 2010 that was contingent upon the post- 
acquisition performance of Sander. At the date of acquisition Picant assessed the fair value of this contingent 
consideration at $4 2 million, but by 31 March 2010 it was clear that the actual amount to be paid would be only 
$2 7 million (ignore discounting). Picant has recorded the share exchange and provided for the initial estimate of 
$4 2 million for the contingent consideration. 

On 1 October 2009 Picant also acquired 40% of the equity shares of Adler paying $4 in cash per acquired share and 
issuing at par one $100 7% loan note for every 50 shares acquired in Adler. This consideration has also been 
recorded by Picant. 

Picant has no other investments. 
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The summarised statements of financial position of the three companies at 31 March 2010 are: 

Picant Sander Aider 

Assets $'000 $'000 $'000 
Non-current assets 

Property, plant and equipment 37,500 24,500 21,000 

Investments 45,000 nil nil 



Inventory 
Trade receivables 
Total assets 

Equity and liabilities 

Equity 

Equity shares of $1 each 

Share premium 

Retained earnings - at 1 April 2009 

- for the year ended 31 March 201 

Non-current liabilities 
7% loan notes 

Current liabilities 
Contingent consideration 
Other current liabilities 
Total equity and liabilities 

The following information is relevant: 



10,000 

6,500 

99,000 



72,000 
14,500 

4,200 
8,300 

99,000 



9,000 

1,500 

3b. 000 



25,500 

2,000 

nil 

7.500 

35.000 



5,000 

3,000 

29,000 



25,000 


8,000 


5,000 


19,800 


nil 


nil 


16,200 


16,500 


15,000 


11,000 


1,000 


6,000 



26,000 

nil 

nil 

3,000 

29,000 



[ii At the date of acquisition the fair values ot Sander's property, plant and equipment was equal to its carrying 
amount with the exception of Sander's factory which had a fair value ot $2 million above its carrying 
amount. Sander has not adjusted the carrying amount of the factory as a result ot the fair value exercise. 
This requires additional annual depreciation ot $100,000 in the consolidated financial statements in the post- 
acquisition period. 

Also at the date of acquisition, Sander had an intangible asset of $500,000 for software in its statement ot 
financial position. Picant's directors believed the software to have no recoverable value at the date of 
acquisition and Sander wrote it off shortly after its acquisition. 

(ii) At 31 March 2010 Picant's current account with Sander was $3-4 million {debit}. This did not agree with the 
equivalent balance in Sander's books due to some goods-in-transit invoiced at $1 8 million that were sent by 
Picant on 28 March 2010, but had not been received by Sander until after the year end. Picant sold all these 
goods at cost plus 50%. 

(iii) Picant's policy is to value the no n -control ling interest at fair value at the date of acquisition. For this purpose 
Sander's share price at that date can be deemed to be representative of the fair value of the shares held by 
the non-controlling interest. 

( iv) I m pai rm e nt tests were ca rried out o n 3 1 Marc h 20 1 whic h co nc lud ed that the value of the inve stme nt in 
Adler was not impaired but, due to poor trading performance, consolidated goodwill was impaired by $3 8 
million. 



Required 

(a) Prepare the consolidated statement ot financial position for Picant as at 31 March 201 0. (21 marks) 

(b) Picant has been approached by a potential new customer, Trilby, to supply it with a substantial quantity ot 
goods on three months credit terms. Picant is concerned at the risk that such a large order represents in the 

Questions O J 
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current difficult economic climate, especially as Picant's normal credit terms are only one month's credit To 
support its application for credit. Trilby has sent Picant a copy of Tradhat's most recent audited consolidated 
financial statements. Trilby is a wholly-owned subsidiary within the Tradhat group. Tradhat's consolidated 
financial statements show a strong statement of financial position including healthy liquidity ratios. 

Required 

Comment on the importance that Picant should attach to Tradhat's consolidated financial statements when 
deciding on whether to grant credit terms to Trilby. (4 marks) 



(Total = 25 marks) 



48 Preparation question: Contract 

The following details are as at the 31 December 20X5. 





Contract 


Contract 


Contract 


Contract 




1 


2 


3 


4 


Contract value 


$120,000 


$72,000 


$240,000 


$500,000 


Costs to date 


$48,000 


$8,000 


$103,200 


$299,600 


Estimated costs to completion 


$48,000 


$54,000 


$160,800 


$120,400 


Progress payments received and 










receivable 


$50,400 


- 


$76,800 


$345,200 


Date started 


1.3.20X5 


15.10.20X5 


1.7.20X5 


1.6.20X4 


Estimated completion date 


30.6.20X6 


15.9.20X6 


30.11.20X6 


30.7.20X6 


% complete 


45% 


10% 


35% 


70% 



You are to assume that profit accrues evenly over the contract. 

The income statement for the previous year showed revenue of $225,000 and expenses ot $189,000 in relation to 



The company considers that the outcome of a contract cannot be estimated reliably until a contract is 25% 
complete. It is, however, probable that the customer will pay for costs incurred so tar. 

Required 

Calculate the amounts to be included in the income statement for the year ended 31 December 20X5 and the 
statement ot financial position as at that date. 



Contract 1 Contract 2 Contracts Contract 4 



Income statement 

Revenue 
Expenses 
Expected loss 
Recognised protit/(loss) 

Statement of financial position 
Gross amount due from/to customers 

Contract costs incurred 

Recognised profits less recognised losses 

Less: progress billings to date 



Trade receivables 

Progress billings to date 
Less: cash received 
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Workings 



49 Linnet (2.5 6/04) 23 mins 

(a) Linnet is a large public listed company involved in the construction industry. Revenue on construction 
contracts is normally recognised by reference to the stage of completion ot the contract. However, in certain 
circumstances, revenue is only recognised to the extent that it does not exceed recoverable contract costs. 

Required 

Discuss the principles that underlie each of the two methods and describe the circumstances in which their 
use is appropriate. (5 marks) 

(b) Linnet is part way through a contract to build a new football stadium at a contracted price ot $300 million. 
Details of the progress of this contract at 1 April 20X3 are shown below: 

$ million 
Cumulative sales revenue recognised 150 

Cumulative cost ot sales to date 112 

Profit to date 38 

The following information has been extracted from the accounting records at 31 March 20X4: 

$ million 
Total progress payment received for work certified at 29 February 20X4 1 80 

Total costs incurred to date (excluding rectification costs below) 195 

Rectification costs 17 

Linnet has received progress payments of 90% of the work certified at 29 February 20X4. Linnet's surveyor 
has estimated the sales value of the further work completed during March 20X4 was $20 million. 

At 31 March 20X4 the estimated remaining costs to complete the contract were $45 million. 

The rectification costs are the costs incurred in widening access roads to the stadium. This was the result of 



Lirintriudiuuidiea ine jjeiteriidge 01 comprciion 01 lib uorurdtib di irie piopoiuoii ui idles, vaiue edrneu to 

date compared to the contract price. 

All estimates can be taken as being reliable. 

Required 

Prepare extracts of the financial statements for Linnet for the above contract for the year to 31 March 20X4. 

(8 marks) 

(Total = 13 marks) 

Questions ^L^ 



50 Beetle (pilot paper) is mins 

IAS 1 1 Construction contracts deals with accounting requirements for construction contracts whose durations 
usually span at least two accounting periods. 

Required 

(a) Describe the issues of revenue and profit recognition relating to construction contracts. (4 marks) 

(b) Beetie is a construction company that prepares its financial statements to 31 March each year. During the 
year ended 31 March 20X6 the company commenced two construction contracts that are expected to take 
more than one year to complete. The position of each contract at 31 March 20X6 is as follows: 

Contract 

Agreed contract price 

Estimated total cost of contract at commencement 

Estimated total cost at 31 March 20X6 

Agreed value of work completed at 31 March 20X6 

Progress billings invoiced and received at 31 March 20X6 

Contract costs incurred to 31 March 20X6 

The agreed value of the work completed at 31 March 20X6 is considered to be equal to the revenue earned 
in the year ended 31 March 20X6. The percentage of completion is calculated as the agreed value of work 
completed to the agreed contract price. 



1 


2 


$'000 


$'000 


5,500 


1,200 


4.000 


900 


4.000 


1,250 


3,300 


B40 


3,000 


880 


3,900 


/2D 



Beetie at 31 March 20X6 in respect of the above contracts. (6 marks) 

(Total = 10 marks) 

51 Bodyline (2.5 1 2/03) 45 mins 

IAS 37 Provisions, contingent liabilities and contingent assets sets out the principles of accounting for these items 
and clarifies when provisions should and should not be made. Prior to its issue, the inappropriate use of provisions 
had been an area where companies had been accused of manipulating the financial statements and of creative 
accounting. 

Required 

(a) Describe the nature of provisions and the accounting requirements for them contained in IAS 37. (6 marks) 

(b) Explain why there is a need for an accounting standard in this area. Illustrate your answer with three 
practical examples of how the standard addresses controversial issues. (6 marks) 

(c) Bodyline sells sports goods and clothing through a chain of retail outlets. It offers customers a full refund 
facility for any goods returned within 28 days of their purchase provided they are unused and in their 
original packaging. In addition, all goods carry a warranty against manufacturing defects tor 12 months from 
their date of purchase. For most goods the manufacturer underwrites this warranty such that Bodyline is 
credited with the cost of the goods that are returned as faulty. Goods purchased from one manufacturer, 
Header, are sold to Bodyline ata negotiated discount which is designed to compensate Bodyline for 
manufacturing defects. No refunds are given by Header, thus Bodyline has to bear the cost of any 
manufacturing faults of these goods. 

Bodyline makes a uniform mark up on cost of 25% on all goods it sells, except for those supplied from 
Header on which it makes a mark up on cost of 40%. Sales of goods manufactured by Header consistently 
account for 20% of all Bodyline s sales. 

Sales in the last 28 days of the trading year to 30 September 20X3 were $1 750,000. Past trends reliably 
indicate that 10% of all goods are returned under the 28-day return facility. These are not faulty goods. Of 
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In addition to the above expected returns, an estimated $160,000 (at selling price) otthe goods sold during 
the year will have manufacturing detects and have yet to be returned by customers. Goods returned as faulty 
have no resale value. 

Required 

Describe the nature of the above warranty/return facilities and calculate the provision Bodyline is required to 
make at 30 September 20X3: 

(i) For goods subject to the 28 day returns policy 

(ii) For goods that are likely to be faulty (8 marks) 

(d) Rockbuster has recently purchased an item of earth moving plant at a total cost ot $24 million. The plant has 
an estimated lite of 10 years with no residual value, however its engine will need replacing after every 5,000 
hours of use at an estimated cost of $7.5 million. The directors of Rockbuster intend to depreciate the plant 
at $2.4 million ($24 million/10 years) per annum and make a provision of $1 ,500 ($7.5 million/5,000 hours) 
per hour of use for the replacement of the engine. 

Required 

Explain how the plant should be treated in accordance with International Financial Reporting Standards and 
comment on the Directors' proposed treatment. (5 marks) 

(Total = 25 marks) 

52 Tentacle (2.5 6/07) 27 mins 

After the end of the reporting period, prior to authorising for issue the financial statements of Tentacle for the year 
ended 31 March 20X7, the following material information has arisen. 

(i) The notification of the bankruptcy of a customer The balance of the trade receivable due from the customer 
at 31 March 20X7 was $23,000 and at the date of the notification it was $25,000. No payment is expected 
from the bankruptcy proceedings. (3 marks) 

(ii) Sales of some items of product W32 were made at a price of $540 each in April and May 20X7. Sales staff 
receives a commission of 15% of the sales price on this product. At 31 March 20X7 Tentacle had 12,000 
units of product W32 in inventory included at cost of $6 each. (4 marks) 

(Hi) Tentacle is being sued by an employee who lost a limb in an accident wtiile at work on 1 5 March 20X7. The 
company is contesting the claim as the employee was not following the safety procedures that he had been 
instructed to use. Accordingly the financial statements include a note of a contingent liability ot $500,000 for 
personal injury damages. In a recently decided case where a similar injury was sustained, a settlement figure 
of $750,000 was awarded by the court. Although tfie injury was similar, the circumstances of the accident in 
the decided case are different from those of Tentacle's case. (4 marks) 

(iv) Tentacle is involved in the construction ot a residential apartment building. It is being accounted for using 
the percentage of completion basis in IAS 11 Construction contracts. The recognised profit at 31 March 



materials will cost $1.5 million more than the estimate of total cost used in the calculation of the percentage 
of completion. Tentacle cannot pass on any additional costs to the customer. (4 marks) 

Required 

State and quantify how items (i) to (iv) above should be treated when finalising the financial statements ot Tentacle 
for the year ended 31 March 20X7. 

Note. The mark allocation is shown against each of the four items above. 

(Total = 15 marks) 
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53 Promoil (12/08) 27mins 

(a) The definition of a liability forms an important element of the International Accounting Standards Board's 
Framework for the Preparation and Presentation of Financial Statements which, in turn, forms the basis for 
IAS 37 Provisions, Contingent Liabilities and Contingent Assets. 

Required 

Define a liability and describe the circumstances under which provisions should be recognised. Give two 
examples of how the definition of liabilities enhances the reliability ot financial statements. (5 marks) 

(b) On 1 October 20X7, Promoil acquired a newly constructed oil platform at a cost of $30 million together with 
the right to extract oil from an offshore oilfield under a government licence. The terms of the licence are that 
Promoil will have to remove the platform (which will then have no value) and restore the sea bed to an 
environmentally satisfactory condition in 10 years' time when the oil reserves have been exhausted. The 
estimated cost of this in 10 years time will be $15 million. The present value ot $1 receivable in 10 years at 
the appropriate discount rate for Promoil of 8% is $0.46. 

Required 

(\) Explain and quantify how the oil platform should be treated in the financial statements of Promoil tor 
the year end ed 30 Se ptember 20X8 ; ( 7 m a rks ) 



(Total = 15 marks) 

54 Peter lee II (2.5 6/06 part) 22 mins 

Peterlee is preparing its financial statements for the year ended 31 March 20X6. The following items have been 
brought to your attention: 

(a) Peterlee acquired the entire share capital of Trantor during the year. The acquisition was achieved through a 
share exchange. The terms of fhe exchange were based on the relative values of the two companies obtained 
by capitalising the companies' estimated future cash flows. When the fair value of Trantor's identifiable net 
assets was deducted from the value of the company as a whole, its goodwill was calculated at $2 5 million. 
A similar exercise valued the goodwill of Peterlee at $4 million. The directors wish to incorporate both the 
goodwill values in the companies' consolidated financial statements. (4 marks) 

(b) During the year Peterlee acquired an iron ore mine at a cost of $6 million. In addition, when all the ore has 
been extracted (estimated in 10 years time) the company will face estimated costs for landscaping the area 
affected by the mining that have a present value of $2 million. These costs would still have to be incurred 
even if no further ore was extracted. The directors have proposed that an accrual of $200,000 per year for 
the next ten years should be made for the landscaping. (4 marks) 

(c) On 1 April 20X5 Peterlee issued an 8% $5 million convertible loan at par. The loan is convertible in three 
years time to ordinary shares or redeemable at par in cash. The directors decided to issue a convertible loan 
because a non-convertible loan would have required an interest rate of 10%. The directors intend to show 
the loan at $5 million under non-current liabilities. The following discount rates are available: 

Yearl 

Year 2 •.< ,.• ., r . .., 

« rt -. rt ... 1,4 marks 

Year 3 079 075 ' 

Required 

Describe (and quantify where possible) how Peterlee should treat the items in (a) to (c) in its financial statements 
tor the year ended 31 March 20X6 commenting on the directors' views where appropriate. 

The mark allocation is shown against each of the three items above. (Total = 12 marks) 



8% 


10% 


093 


091 


086 


083 


079 


075 
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55Jedders 27mins 

Your assistant at Jedders, a small listed company, has been preparing the financial statements for the year ended 
31 December 20X0 and has raised the following queries. 

(a) The company has three long leasehold properties in different parts of the region. The leases were acquired at 
different times, and the lease terms are all tor fifty years. As at 1 January 20X0, their original cost, 
accumulated depreciation to date and carrying (book) values were as follows. 









Carrying value 




Cost 


Depreciation 


1.1.20X0 




$'000 


$000 


$000 


Property in North 


3,000 


1,800 


1,200 


Property in Central 


6,000 


1,200 


4,800 


Property in South 


3,750 


1,500 


2,250 



On 1 January an independent surveyor provided valuation information to suggest that the value of the South 
property was the same as book value, the North property had fallen against carrying value by 20% and the 
Central property had risen by 40% in value against the carrying value. 

The directors of the company wish to include the revaluation of the Central property in the accounts to 31 
December 20X0, whilst leaving the other properties at their depreciated historical cost. 

The directors believe that this treatment of the North property is prudent and can be justified because 
property prices are expected to recover within the next few years so that this tall in value will be entirely 
reversed. 

Required 

(i) Advise the directors whether their proposal is acceptable, assuming they are committed to the use of 
current value tor the Central property. (2 marks) 

(ii) Assuming that all of the properties are revalued, calculate the income statement charges and the non- 
current asset statement of financial position extracts for all the properties tor the year ended 31 
December 20X0. You should follow the requirements of IAS 1 6 Property, plant and equipment 

(3 marks) 

(b) On 1 October 20X0, Jedders signed a receivable factoring agreement with a company Fab Factors. Jedders' 
trade receivables are to be split into three groups, as follows. 

* Group A receivables will not be factored or administered by Fab Factors under the agreement but 
instead will be collected as usual by Jedders. 

* Group B receivables are to be factored and collected by Fab Factors on a with recourse' basis. Fab 
Factors will charge a 1% per month finance charge on the balance outstanding at the beginning of the 
month. Jedders will reimburse in full any individual balance outstanding after three months. 



Jedders has a policy of making a receivables allowance ot 20% of a trade receivable balance when it 
becomes three months old. 

The receivables groups have been analysed as follows. 

% of 1 October 20X0 balance collected in: 
November December 

30% 20% 

30% 20% 

25% 22% 

Required 

For the accounts of Jedders, calculate the finance costs and receivables allowance for each group of trade 
receivables for the period 1 October ■ 31 December 20X0 and show the financial position values for those 
trade receivables as at 31 December 20X0. (5 marks) 





Balance &1 Oct 20X0 


Octobi 




$'000 




Group A 


1,250 


30% 


Group B 


1,500 


40% 


Group C 


2,000 


50% 
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On 1 January 20X0, Jedders issued $1 5m of 7% convertible loan notes at par. The loan notes are 
convertible into equity shares in the company, at the option ot the note holders, five years after the date of 
issue (31 December 20X4) on the basis of 25 shares for each $100 ot loan stock. Alternatively, the loan 
notes will be redeemed at par. 

Jedders has been advised by Fab Factors that, had the company issued similar loan notes without the 
conversion rights, then it would have had to pay interest of 10%; the rate is thus lower because the 
conversion rights are favourable. 

Fab Factors also suggest that, as some otthe loan note holders will choose to convert, the loan notes are, in 
substance, equity and should be treated as such on Jedders' statement of financial position. Thus, as well as 
a reduced finance cost being achieved to boost profitability, Jedders' gearing has been improved compared 
to a straight issue of debt. 

The present value of $1 receivable at the end of each year, based on discount rates of 7% and 10% can be 
taken as: 

End of year 7% 10% 

1 0.93 0.91 



4 0.76 0.68 

5 0.71 0.62 

Required 

In relation to the 7% convertible loan notes, calculate the finance cost to be shown in the income statement 
and the statement of financial position extracts for the year to 31 December 20X0 for Jedders and comment 
on the advice from Fab Factors. (5 marks) 

(Total =15 marks) 

56 Pingway (6/08) 1 8 mins 

Pingway issued a $10 million 3% convertible loan note at par on 1 April 20X7 with interest payable annually in 
arrears. Three years later, on 31 March 2OY0, the loan note is convertible into equity shares on the basis of $100 of 
loan note for 25 equity shares or it may be redeemed at par in cash at the option of the loan note holder. One of the 
company's financial assistants observed that the use of a convertible loan note was preferable to a non-convertible 
loan note as the latter would have required an interest rate of 8% in order to make it attractive to investors. The 
assistant has also commented that the use of a convertible loan note will improve the profit as a result of lower 
interest costs and, as it is likely that the loan note holders will choose the equity option, the loan note can be 
classified as equity which will improve the company's high gearing position. 

The present value of $1 receivable at the end of the year, based on discount rates of 3% and 8% can be taken as: 





3% 


8% 




$ 


$ 


End of year 1 


97 


0.93 


2 


094 


086 


3 


092 


079 



Required 

Comment on the financial assistant's observations and show how the convertible loan note should be accounted for 
in Pingway's income statement for the year ended 31 March 20X8 and statement of financial position as at that 
date. (10 marks) 

57 Triangle (2.5 6/05) 45 mins 

Triangle, a public listed company, is in the process of preparing its draft financial statements for the year to 31 
March 20X5. The following matters have been brought to your attention: 
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(i) On 1 April 20X4 the company brought into use a new processing plant that had cost $15 million to construct 
and had an estimated lite of ten years. The plant uses hazardous chemicals which are put in containers and 
shipped abroad for safe disposal after processing. The chemicals have also contaminated the plant itself 
which occurred as soon as the plant was used. It is a legal requirement that the plant is decontaminated at 
the end of its life. The estimated present value of this decontamination, using a discount rate of 8% per 
annum, is $5 million. The financial statements have been charged with $1 -5 million {$15 million/10 years) 
for plant depreciation and a provision of $500,000 ($5 million/10 years) has been made towards the cost of 
the decontamination. (8 marks) 

(ii) On 15 May 20X5 the company's auditors discovered a fraud in the material requisitions department. A 
senior member of staff who took up employment with Triangle in August 20X4 had been authorising 
payments for goods that had never been received. The payments were made to a fictitious company that 
cannot be traced. The member of staff was immediately dismissed. Calculations show that the total amount 
of the fraud to the date of its discovery was $240,000 of which $21 0,000 related to the year to 31 March 
20X5. (Assume the fraud is material). (5 mirks) 

(iii) The company has contacted its insurers in respect of the above fraud. Triangle is insured tor theft, but the 
insurance company maintains that this is a commercial fraud and is not covered by the theft clause in the 
insurance policy. Triangle has not yet had an opinion from its lawyers. (4 marks) 

(iv) On 1 April 20X4 Triangle sold maturing inventory that had a carrying value of $3 million (at cost) to 

Facto rail, a finance house, tor $5 million. Its estimated market value at this date was in excess of $5 million. 
The inventory will not be ready tor sale until 31 March 20X8 and will remain on Triangle's premises until this 
date. The sale contract includes a clause allowing Triangle to repurchase the inventory at any time up to 31 
March 20X8 at a price of $5 million plus interest at 10% per annum compounded from 1 April 20X4. The 
inventory will incur storage costs until maturity. The cost ot storage for the current year of $300,000 has 
been included in trade receivables (in the name of Factorall). If Triangle chooses not to repurchase the 
inventory, Factorall will pay the accumulated storage costs on 31 March 20X8. The proceeds ot the sale have 
been debited to the bank and the sale has been included in Triangle's sales revenue. (8 marks) 

Required 

Explain how the items in (i) to (iv) above should be treated in Triangle's financial statements for the year to 31 
March 20X5 in accordance with current international accounting standards. Your answer should quantify the 
amounts where possible. 

The mark allocation is shown against each of the four matters above. (Total = 25 marks) 

58 Angelino (2.5 12/06] 45 mins 



accounting. Abuse of this principle can lead to profit manipulation, non-recognition of assets and substantial 
debt not being recorded in the statement of financial position. 

Required 

Describe how the use of off balance sheet financing can mislead users ot financial statements. 

Note. Your answer should refer to specific user groups and include examples where recording the legal form 
of transactions may mislead them. (9 marks) 

(b) Angelino has entered into the following transactions during the year ended 30 September 20X6: 

(i) In September 20X6 Angelino sold (factored) some of its trade receivables to Omar, a finance house. 
On selected account balances Omar paid Angelino 80% of their book value. The agreement was that 
Omar would administer the collection of the receivables and remit a residual amount to Angelino 
depending upon how quickly individual customers paid. Any balance uncollected by Omar after six 
months will be refunded to Omar by Angelino. (5 marks) 

(ii) On 1 October 20X5 Angelino owned a freehold building that had a carrying amount of $7.5 million 
and had an estimated remaining life ot 20 years. On this date it sold the building to Finaid tor a price 
of $1 2 million and entered into an agreement with Finaid to rent back the building for an annual rental 



Questions 
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of $1 .3 million for a period of five years. The auditors of Angelino have commented that in their 
opinion the building had a market value of only $10 million at the date of its sale and to rent an 
equivalent building under similar terms to the agreement between Angelino and Finaid would only 
cost $800,000 per annum. Assume any finance costs are 10% per annum. (6 marks) 

Angelino is a motor car dealer selling vehicles to the public. Most of its new vehicles are supplied on 
consignment by two manufacturers, Monza and Capri, who trade on different terms. 

Monza supplies cars on terms that allow Angelino to display the vehicles tor a period of three months 
from the date of delivery or when Angelino sells the cars on to a retail customer if this is less than 
three months. Within this period Angelino can return the cars to Monza or can be asked by Monza to 
transfer the cars to another dealership (both at no cost to Angelino). Angelino pays the 
manufacturer's list price at the end of the three month period (or at the date of sale if sooner). In 
recent years Angelino has returned several cars to Monza that were not selling very well and has also 



and 1 % ot the outstanding balance per month as a display charge. After six months (or sooner if 
Angelino chooses), Angelino must pay the balance of the purchase price or return the cars to Capri. If 
the cars are returned to the manufacturer, Angelino has to pay for the transportation costs and 
forfeits the 10% deposit. Because ot this Angelino has only returned vehicles to Capri once in the last 
three years. (5 marks) 

Required 

Describe how the above transactions and events should be treated in the financial statements of Angelino tor 
the year ended 30 September 20X6. Youranswer should explain, where relevant, the difference between the 
legal form ot the transactions and their substance. 

Note. The mark allocation is shown against each ot the three transactions above. (Total = 25 marks) 



59 Wardle (6/10) 27mins 

(a) An important aspect of the International Accounting Standards Board's Framework for the preparation and 
presentation of financial statements is that transactions should be recorded on the basis ot their substance 
over their form. 

Required 

Explain why it is important that financial statements should reflect the substance of the underlying 
transactions and describe the features that may indicate that the substance of a transaction may be different 
from its legal form. (5 marks) 

(b) Wardle's activities include the production of maturing products which take a long time before they are ready 
to retail. Details of one such product are that on 1 April 2009 it had a cost of $5 million and a fair value of $7 
million. The product would not be ready for retail sale until 31 March 2012. 

On 1 April 2009 Wardle entered into an agreement to sell the product to Easyfinancetor $6 million. The 
agreement gave Wardle the right to repurchase the product at any time up to 31 March 2012 at a fixed price 
of $7,986,000,at which date Wardle expected the product to retail for $10 million. The compound interest 
Wardle would have to pay on a three-year loan of $6 million would be: 

$ 

Year 1 600,000 

Year 2 660,000 

Year 3 726,000 

This interest is equivalent to the return required by Easyfinance. 



WJl/ Questions 



IllMHfiNaU 



n 



Required 

Assuming the above figures prove to be accurate, prepare extracts from the income statement of Wardte for 
the three years to 31 March 201 2 in respect of the above transaction: 

(i) Reflecting the legal form of the transaction (2 marks) 

(ii) Reflecting the substance of the transaction (3 marks) 

(5 marks) 

Note: statement of financial position extracts are NOT required. 

(c) Comment on the effect the two treatments have on the income statements and the statements of financial 
position and how this may affect an assessment of Wardle's performance. (5 marks) 

(Total =15 marks) 



60 Preparation question: Branch 



Branch acquired an item of plant and equipment on a finance lease on 1 January 20X1. The terms of the agreement 
were as follows: 

Deposit : $1,150 (non-refundable) 

Instalments : $4,000 pa for seven years payable in arrears 

Cash price : $20,000 

The asset has useful life of four years and the interest rate implicit in the lease is 11%. 

Required 

Prepare extracts from the income statement and statement of financial position for the year ending 31 December 
20X1, using the following pro-forma. 

INCOME STATEMENT (EXTRACT) 

$ 

Depreciation 
Finance costs 



Non -current assets 

Property, plant and equipment- assets held under finance leases 

Non-current liabilities 
Finance lease liabilities 

Current liabilities 
Finance lease liabilities 

WORKINGS 
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On 1 October 20X3 Evans entered into a non -cancellable agreement whereby Evans would lease a new rocket 
booster. The terms of the agreement were that Evans would pay 26 rentals of $3,000 quarterly in advance 
commencing on 1 October 20X3, and that after this initial period Evans could continue, at its option, to use the 
rocket booster for a nominal rental which is not material. The cash price of this asset would have been $61,570 and 
the asset has a useful life of 10 years. Evans considers this lease to be a finance lease and charges a full year's 
depreciation in the year of purchase of an asset. The rate ot interest implicit in the lease is 2% per quarter. 

On 1 July 20X2 Evans entered into another non-cancellable agreement to lease a Zarkov rocket for a period of 1 
years at a rental of $5,000 half-yearly to be paid in advance, commencing on 1 July 20X2. Evans considers this 
lease to be an operating lease. 

Required 

Show how these transactions would be reflected in the financial statements for the year ended 31 December 20X3. 

(12 marks) 

62 Bowtock (2.5 1 2/03 amended) 9 mins 

Bowtock has leased an item of plant under the following terms: 
Commencement of the lease was 1 January 20X2 

Term of lease 5 years 

Annual payments in advance $12,000 

Cash price and fair value of the asset - $52,000 at 1 January 20X2 - equivalent to the present value of the minimum 
lease payments. 

Implicit interest rate within the lease (as supplied by the lessor) 8% per annum (to be apportioned on a time basis 
where relevant). 

The company's depreciation policy for this type of plant is 20% per annum on cost (apportioned on a time basis 
where relevant). 

Required 

Prepare extracts of the income statement and statement of financial position for Bowtock tor the year to 30 
September 20X3 for the above lease. (5 marks) 

63 Fino (12/07) 27 mins 

(a) An important requirement of the lASB's Framework for the Preparation and Presentation of Financial 
Statements {Framework) is that in order to be reliable, an entity's financial statements should represent 
faithfully the transactions and events that it has undertaken. 
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Questions 
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On 1 April 20X7, Fi.no increased the operating capacity of its plant. Due to a lack of liquid funds it was unable 
to buy the required plant which had a cost of $350,000. On the recommendation of the finance director, Fino 
entered into an agreement to lease the plant from the manutacturer. The lease required tour annual 
payments in advance of $100,000 each commencing on 1 April 20X7. The plant would have a useful life of 
four years and would be scrapped at the end of this period. The finance director, believing the lease to be an 
operating lease, commented that the agreement would improve the company's return on capital employed 
(compared to outright purchase of the plant). 

Required 

(i) Discuss the validity of the finance director's comment and describe how IAS 17 Leases ensures that 
leases such as the above are faithfully represented in an entity's financial statements. (4 marks) 

(ii) Prepare extracts of Fino's income statement and statement of financial position for the year ended 30 
September 20X7 in respect of the rental agreement assuming: 

(1 ) It is an operating lease (2 marks) 

(2) It is a finance lease {use an implicit interest rate of 1 0% per annum). (4 marks) 

{Total = 15 marks) 



64 Preparation question: Julian 



Julian recognised a deferred tax liability for the year end 31 December 20X3 which related solely to accelerated tax 
depreciation on property, plant and equipment at a rate 30%. The net book value of the property, plant and 
equipment at that date was $310,000 and the tax written down value was $230,000. 

The following data relates to the year ended 31 December 20X4: 

(i) At the end of the year the carrying value of property, plant and equipment was $460,000 and their tax written 
down value was $270,000. During the year some items were revalued by $90,000. No items had previously 
required revaluation. In the tax jurisdiction in which Julian operates revaluations of assets do not affect the 
tax base of an asset or taxable profit. Gains due to revaluations are taxable on sale. 

(ii\ lnlian hanan rlovalrinmant rtf a now/ rirruin^t Hnrinn tha voar anrl ran italic or! ftfi.fi flAf! in ar^nrHanrn with lA^s 
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(iii) Julian's income statement showed interest income receivable of $55,000, but only $45,000 of this had been 

received by the year end. Interest income is taxed on a receipts basis. 
(iv) During the year, Julian made a provision of $40,000 to cover an obligation to clean up some damage caused 

by an environmental accident. None of the provision had been used by the year end. The expenditure will be 

tax deductible when paid. 

The corporate income tax rate recently enacted tor the following year is 30% (unchanged from the previous year). 
The current tax charge was calculated for the year as $45,000. 
Current tax is settled on a net basis with the national tax authority. 
Required 

(a) Prepare a table showing the carrying values, tax bases and temporary differences for each for the items 
above at 31 December 20X4. 

(b) Prepare the income statement and statement of financial position notes to the financial statements relating 
to deferred tax for the year ended 31 December 20X4. 
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65 Deferred taxation 27 mins 

(a) Explain, with examples, the nature and purpose of deferred taxation. (10 marks) 

(b) The information below relates to G for the year ended 31 March 20X3. 

Tht balance on the provision for deferred taxation account at 1 April 20X2 was $35,000. This represented 



Capital 




allowances 


Depredation 


$000 


$'000 


100 


90 



20X3 (actual) 

The income tax rate for 20X3 is 30% and is expected to remain at this level for the foreseeable future. 

Required 

State, with reasons, how to account for deferred tax in the year ended 31 March 20X3. (5 marks) 

(Total = 15 marks) 

66 Bowtock II (2.5 12/03 amended) 18 mins 

(a) IAS 12 Income Taxes was issued in 1996 and revised in 2000. It details the requirements relating to the 
accounting treatment of deferred taxes. 

Required 

Explain why it is considered necessary to provide for deferred tax and briefly outline the principles ot 
accounting for deferred tax contained in IAS 1 2 Income taxes. (4 marks) 

(b) Bowtock purchased an item of plant tor $2,000,000 on 1 October 20X0. It had an estimated life of eight 
years and an estimated residual value ot $400,000. The plant is depreciated on a straight-line basis. The tax 
authorities do not allow depreciation as a deductible expense. Instead a tax expense ot 40% of the cost of 
this type of asset can be claimed against income tax in the year ot purchase and 20% per annum (on a 
reducing balance basis) of its tax base thereafter. The rate ot income tax can be taken as 25%. 

Required 

In respect of the above item ot plant, calculate the deferred tax charge/credit in Bowtock' s income statement 
tor the year to 30 September 20X3 and the d eterred tax balance in the statement ot financial position at that date . 

(0 marks) 
Note. Work to the nearest $'000. (Total = 10 marks) 



67 Preparation question: Fenton 



(a) Fenton had 5,000,000 ordinary shares in issue on 1 January 20X1 . 

On 31 January 20X1 , the company made a rights issue of 1 for 4 at $1.75. The cum rights price was $2 per share. 
On 30 June 20X1 , the company made an issue at full market price of 1 25,000 shares. 
Finally, on 30 November 20X1 , the company made a 1 for 1 bonus issue. 
Profit for the year was $2,900,000. 
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What was the earnings per share figure for year ended 31 December 20X1 and the restated EPS tor year 
ended 31 December 20X0? 

(b) Sinbad had the same 10 million ordinary shares in issue on both 1 January 20X1 and 31 December 20X1. 
On 1 January 20X1 the company issued 1,200,000 $1 units of 5% convertible loan stock. Each unit of stock 

B^/' Questions 
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is convertible into 4 ordinary shares on 1 January 20X9 at the option of the holder. The following is an 
extract from Sinbad's income statement for the year ended 31 December 20X1: 

$000 
P rot it betore inte rest an d tax 980 

Interest payable on 5% convertible loan stock (60 ) 

Profit betore tax 920 

I nco me tax expe n se (at 30% ) (276 ) 

Profit for the year 644 

Required 

What was the basic and diluted earnings per share for the year ended 31 December 20X1 ? 

(c) Talbot has in issue 5,000,000 50c ordinary shares throughout 20X3. 

During 20X1 the company had given certain senior executives options over 400,000 shares exercisable at 
$1 .10 at any time after 31 May 20X4. None were exercised during 20X3. The average market value ot one 
ordinary share during the period was $1 .60. Talbot had made a profit after tax of $540,000 in 20X3. 

Required 

What is the basic and diluted earnings per share for the year ended 31 December 20X3? 

68 Savoir (2.5 6/06 part) 23 mins 

(a) The issued share capital of Savoir, a publicly listed company, at 31 March 20X3 was $10 million. Its shares 
are denominated at 25 cents each. Savoir's earnings attributable to its ordinary shareholders for the year 
ended 31 March 20X3 were also $10 million, giving an earnings per share ot 25 cents. 
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issue of one new ordinary share for every four ordinary shares held was made. Earnings attributable to 
ordinary shareholders for the year ended 31 March 20X4 were $13,800,000. 

Year ended 31 March 20X5 

On 1 October 20X4 Savoir made a rights issue of shares ot two new ordinary shares at a price of $1 00 each 
for every five ordinary shares held. The offer was fully subscribed. The market price of Savoir s ordinary 
shares immediately prior to the offer was $2-40 each. Earnings attributable to ordinary shareholders tor the 
year ended 31 March 20X5 were $19,500,000. 

Required 

Calculate Savoir's earnings per share for the years ended 31 March 20X4 and 20X5 including comparative 
figures. (9 marks) 

(b) On 1 April 20X5 Savoir issued $20 million 8% convertible loan stock at par. The terms of conversion (on 1 
April 20X8) are that for every $100 of loan stock, 50 ordinary shares will be issued at the option of loan 
stockholders. Alternatively the loan stock will be redeemed at par for cash. Also on 1 April 20X5 the 
directors of Savoir were awarded share options on 12 million ordinary shares exercisable from 1 April 20X8 
at $1 '50 per share. The average market value of Savoir's ordinary shares for the year ended 31 March 20X6 
was $2 50 each. The income tax rate is 25%. Earnings attributable to ordinary shareholders for the year 
ended 31 March 20X6 were $25,200,000. The share options have been correctly recorded in the income 
statement. 

Required 

Calculate Savoir's basic and diluted earnings per share tor the year ended 31 March 20X6 (comparative 
figures are not required). 

You may assume that both the convertible loan stock and the directors' options are dilutive. (4 marks) 

(Total = 13 marks) 
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69 Bar st ead (1 2/09) 1 8 mins 

(a) The following figures have been calculated from the financial statements (including comparatives) of 



increase in protitatter taxation au% 

Increase in (basic) earnings per share 5% 

Increase in diluted earnings per share 2% 

Required 

Explain why the three measures of earnings (profit) growth for the same company over the same period can 
give apparently differing impressions. (4 marks) 

(b) The profit after tax for Barstead for the year ended 30 September 2009 was $1 5 million. At 1 October 2008 
the company had in issue 36 million equity shares and a $10 million 8% convertible loan note. The loan note 
will mature in 2010 and will be redeemed at par or converted to equity shares on the basis of 25 shares for 
each $100 of loan note at the loan-note holders' option. On 1 January 2009 Barstead made a fully 
subscribed rights issue of one new share for every tour shares held at a price ot $280 each. The market 
price of the equity shares ot Barstead immediately before the issue was $3 80. The earnings per share (EPS) 
reported for the year ended 30 September 2008 was 35 cents. 

Barstead's income tax rate is 25%. 

Required 

Calculate the (basic) EPS figure for Barstead (including comparatives) and the diluted EPS (comparatives 
not required) that would be disclosed for the year ended 30 September 2009. (6 marks) 

(Total =10 marks) 

70 Reactive (pilot paper part) 36 mins 

Reactive is a publicly listed company that assembles domestic electrical goods which it then sells to both wholesale 
and retail customers. Reactive's management were disappointed in the company's results for the year ended 31 
March 20X5. In an attempt to improve performance the following measures were taken early in the year ended 31 
March 20X6: 

- A national advertising campaign was undertaken. 

Rebates to all wholesale customers purchasing goods above set quantity levels were introduced, 
The assembly of certain lines ceased and was replaced by bought in completed products. This allowed 
Reactive to dispose ot surplus plant. 

Reactive's summarised financial statements for the year ended 31 March 20X6 are set out below: 

INCOME STATEMENT 

Smillion 

Revenue (25% cash sales) 4,000 

Cost of sales (3,450) 

Gross profit 550 

Operating expenses (370) 



— , __ , ^ \-/r 

Finance charges 




(20) 


Profit before tax 




200 


Income tax expense 




(50) 


Profit for the year 




150 


QMs 
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STATEMENT OF FINANCIAL POSITION 








Smillion 


Smillion 


Non-current assets 






Property, plant and equipment (note (i)J 




550 


Current assets 






Inventory 


250 




1 race r eceivables 


360 




Bank 


nil 


610 


Total assets 




1,160 


Equity and liabilities 






Equity shares of 25 cents each 




100 


Retained earnings 




380 
480 


Non-current liabilities 






8% loan notes 




200 


Current liabilities 






Bank overdraft 


10 




Trade payables 


430 




Current tax payable 


40 


480 


Total equity and liabilities 




1,160 


Below are ratios calculated for the year ended 31 March 20X5. 







Gross profit margin 17% 

Net profit (before tax) margin 6.3% 

Current ratio 1.6:1 

Closing inventory holding period 46 days 

Trade receivables' collection period 45 days 

Trade payables' payment period 55 days 

Dividend yield 3.75% 

Dividend cover 2 times 

Notes. 

(i) Reactive received $120 million from the sale of plant that had a carrying amount of $80 million at the date of 

its sale, 
(ii) The market price of Reactive s shares throughout the year averaged $3.75 each, 
(iii) There were no issues or redemption of shares or loans during the year, 
(iv) Dividends paid during the year ended 31 March 20X6 amounted to $90 million, maintaining the same 

dividend paid in the year ended 31 March 20X5. 

Required 

(a) Calculate ratios tor the year ended 31 March 20X6 (showing your workings) for Reactive, equivalent to those 
provided above. (10 marks) 

(b) Analyse the financial performance and position of Reactive for the year ended 31 March 20X6 compared to 
the previous year. (10 marks) 

(Total = 20 marks) 

71 ViCtular (12/08) 45mins 

Victular is a public company that would like to acquire (100% of) a suitable private company. It has obtained the 
following draft financial statements for two companies, Grappa and Merlot. They operate in the same industry and 
their managements have indicated that they would be receptive to a takeover. 



Questions 
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Revenue 

Cost of sales 

Gross profit 

Operating expenses 

Finance costs - loan 

- overdraft 

-lease 

Profit before tax 

Income tax expense 

Profit tor the year 

Note: dividends paid during the year 

STATEMENTS OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X8 



Assets 

Non-current assets 
Freehold factory (note (i)) 
Owned plant {note (ii)) 
Leased plant (note (ii)) 

Current assets 
Inventory 
Trade receivables 
Bank 



$'000 


$'000 


$'000 


$000 




12,000 




20,500 




(10,500) 




(18,000) 




1,500 




2,500 




(240) 




(500) 




(210) 




(300) 




nil 




(10) 




nil 




(290) 




1,050 




1,400 




(150) 




(400) 




900 




1.000 




250 




700 


ER 20X8 










Grappa 




Merlot 


$'000 


$'000 


$000 


$'000 




4,400 




nil 




5,000 




2,200 




ml 




5,300 




9,400 




7,500 


2,000 




3.600 




2,400 




3,700 




600 




nil 






5,000 




7,300 



Total assets 14,400 14,800 

Equity and liabilities 

Equity shares of $1 each 2,000 2,000 

Property revaluation reserve 

Retained earnings 



Non-current liabilities 

Finance lease obligations (note (iii)) 

7% loan notes 

10% loan notes 

Deferred tax 

Government grants 



900 




nil 




2,600 




600 






3,500 




800 




5,500 




2.800 


nil 




1200 




3,000 




nil 




nil 




3,000 




600 




100 




1,200 




nil 





4,800 6,300 



iraae payaoies 

Government grants 

Finance lease obligations (note {iii)) 

Taxation 

Total equity and liabilities 



J.IUU 
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400 




nil 




nil 




500 




600 


4,100 


200 


5,700 




14,400 




14,800 
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Questions 



Notes 

(i) Both companies operate from similar premises. 

(ii) Additional details ot the two companies' plant are: 



Owned plant -cost 

Leased plant - original fair value 

There were no disposals of plant during the year by either company. 

(iii) The interest rate implicit within Merlot's finance leases is 75% per annum. For the purpose of calculating 
ROCE and gearing, all finance lease obligations are treated as long-term interest bearing borrowings. 



Grappa 


Merlot 


$'000 


$'000 


8,000 


10,000 


nil 


7,500 



(iv) The following ratios have been calculated for Grappa and can be taken to be correct: 

Return on year end capital employed (ROCE) 

(capital employed taken as shareholders' funds plus long -term interest bearing 

borrowings- see note (iii) above) 

Pre-tax return on equity {ROE) 

Net asset (total assets less current liabilities) turnover 

Gross profit margin 



14.8% 



19.1% 

1 .2 times 

12.5% 



Closing inventory holding period 70 d ays 

Trade receivables' collection period 73 days 

Trade payables' payment period (using cost ot sales) 108 days 
Gearing (see note (iii) above) 35.3% 

Interest cover 6 times 

Dividend cover 3-6 times 

Required 

(a) Calculate lor Merlot the ratios equivalent to all those given for Grappa above. (8 marks) 

(b) Assess the relative performance and financial position of Grappa and Merlot for the year ended 30 
September 20X8 to inform the directors of Victular in their acquisition decision. (12 marks) 

(c) Explain the limitations ot ratio analysis and any further information that may be useful to the directors of 
Victular when making an acquisition decision. (5 marks) 

(Total = 25 marks) 
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72 Crosswire (1 2/09) 45 mins 

(a) The following information relates to Crosswire a publicly listed company. 
Summarised statements of financial position as at: 

30 September 2009 30 September 2008 

$'000 $'000 $000 $'000 

Assets 

Non-current assets 

Property, plant and equipment {note (i)) 32,500 1 3,100 

Development costs (note (ii)) 1,000 2,500 







33,500 




15,600 


Current assets 




8,200 




6,800 


Total assets 




41,700 




22,400 


Equity and liabilities 










Equity 










Equity shares ot $1 each 




5,000 




4,000 


Share premium 


6,000 




2,000 




Other equity reserve 


500 




500 




Revaluation surplus 


2,000 




nil 




Retained earnings 


5,700 


14,200 
19,200 


3,200 


5,700 
9,700 


Non-current liabilities 










10% convertible loan notes (note (iii)) 


1,000 




5,000 




Environmental provision 


3,300 




nil 




Finance lease obligations 


5,040 




nil 




Deferred tax 


3,360 




1,200 








12,700 




6,200 


Current liabilities 










Finance lease obligations 


1,760 




nil 




Trade payables 


8,040 


9,800 


6,500 


6,500 


Total equity and liabilities 




41,700 




22,400 



Information from the income statements for the year ended: 



Revenue 

Finance costs (note (iv)) 



30 September 2009 


30 September 2008 


£000 


$'000 


52,000 


42,000 


1,050 


500 



I 



The following information is available: 

(i) During the year to 30 September 2009, Crosswire embarked on a replacement and expansion 
programme for its non-current assets. The details of this programme are: 

On 1 October 2008 Crosswire acquired a platinum mine at a cost of $5 million. A condition of mining 
the platinum is a requirement to landscape the mining site at the end of its estimated life of ten years. 
The present value ot this cost at the date of the purchase was calculated at $3 million (in addition to 
the purchase price of the mine of $5 million). 

Also on 1 October 2008 Crosswire revalued its freehold land tor the first time. The credit in the 
revaluation surplus is the net amount of the revaluation after a transfer to deferred tax on the gain. 
The tax rate applicable to Crosswire for deferred tax is 20% per annum. 
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Questions 



On 1 April 2009 Crosswire took out a finance lease for some new plant. The fair value ot the plant 
was $10 million. The lease agreement provided tor an initial payment on 1 April 2009 of $24 million 
followed by eight six-monthly payments of $1 2 million commencing 30 September 2009. 

Plant disposed of during the year had a carrying amount of $500,000 and was sold for $1 2 million. 
The remaining movement on the property, plant and equipment, after charging depreciation of $3 
million, was the cost of replacing plant. 

From 1 October 2008 to 31 March 2009 a further $500,000 was spent completing the development 
project at which date marketing and production started. The sales of the new product proved 
disappointing and on 30 September 2009 the development costs were written down to $1 million via 
an impairment charge. 

During the year ended 30 September 2009, $4 million of the 10% convertible loan notes matured. 
The loan note holders had the option of redemption at par in cash or to exchange them for equity 
shares on the basis of 20 new shares for each $1 00 of loan notes. 75% of the loan-note holders 
chose the equity option. Ignore any effect of this on the other equity reserve. 

All the above items have been treated correctly accord ina to International Financial ReDortina 



30 September 


2009 


30 September 
2008 


$'000 




$'000 


400 




Nil 


300 




Nil 


350 




500 


1,050 




500 



[iv) The ti na nee costs are mad e u p of : 
For year ended: 



Finance lease charges 

Unwinding of environmental provision 

Loan -note interest 

Required 

(i) Prepare a statement of the movements in the carrying amount of Crosswire's non-current assets for 
the year ended 30 September 2009; (9 marks) 

(ii) Calculate the amounts that would appear under the headings of 'cash flows from investing activities' 
and 'cash flows from financing activities' in the statement of cash flows for Crosswire for the year 
ended 30 September 2009. 

Note: Crosswire includes finance costs paid as a financing activity. (8 marks) 

(b) A substantial shareholder has written to the directors of Crosswire expressing particular concern over the 
deterioration of the company's return on capital employed (ROCE). 

Required 

Calculate Crosswire' s ROCE for the two years ended 30 September 2008 and 2009 and comment on the 
apparent cause of its deterioration. 

Note: ROCE should be taken as profit before interest on long-term borrowings and tax as a percentage of 
equity plus loan notes and finance lease obligations (at the year end). (8 marks) 

(Total - 25 marks) 
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73 Harbin (12/07) 



45 mins 



Shown below are the recently issued (summarised) financial statements of Harbin, a listed company, for the year 
ended 30 September 20X7, together with comparatives for 20X6 and extracts from the Chief Executive's report that 
accompanied their issue. 

INCOME STATEMENT 



Revenue 

Cost of sales 

Gross profit 

Operating expenses 

Finance costs 

Profit before tax 

Income tax expense (at 25%) 

Profit for the year 

STATEMENT OF FINANCIAL POSITION 

Non-current assets 
Property, plant and equipment 
Goodwill 

Current assets 
Inventory 
Trade receivables 
Bank 

Total assets 

Equity and liabilities 
Equity shares of $1 each 
Retained earnings 

Non -current liabilities 
8% loan notes 



20X7 


20X6 


$000 


$000 


250,000 


180,000 


(200,000) 


(150,000) 


50,000 


30,000 


(26,000) 


(22,000) 


(8,000) 


(nil) 


16,000 


8,000 


(4.000) 


(2,000) 


12,000 


6,000 


210,000 


90,000 


10,000 


nil 


220,000 


90,000 


25,000 


15,000 


13,000 


8,000 


nil 


14,000 


38,000 


37,000 


258,000 


127,000 


100,000 


100,000 


14,000 


12,000 


114,000 


112,000 


100,000 


nil 
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iraae payaoies £J,lfuu ij,uuu 

Current tax payable 4,000 2,0OQ 

44,000 15,000 

Total equity and liabilities 2 58 ,000 127,000 

Extracts from the Chief Executive's report: 

Highlights of Harbin's performance for the year ended 30 September 20X7: 

an increase in sales revenue ot 39% 
gross profit margin up from 16 7% to 20% 
a doubling otthe profit for the period. 

In response to the improved position the Board paid a dividend of 10 cents per share in September 20X7 an 
increase of 25% on the previous year.' 

You have also been provided with the following further information. 

On 1 October 20X6 Harbin purchased the whole of the net assets ot Fatima (previously a privately owned entity) for 
$100 million. The contribution of the purchase to Harbin's results for the year ended 30 September 20X7 was: 



LuuMiMuu 



Questions 



$000 

Revenue 70,000 

Cost of sales (40,000 ) 

Gross profit 30,000 

Operating expenses (B.000) 

Profit before tax 22,000 

There were no disposals of non-current assets during the year. 

The following ratios have been calculated for Harbin for the year ended 30 September 20X6: 

Return on year-end capital employed /.1 % 
(profit before interest and tax over total assets less current liabilities) 



uurieiii idiio c.o 

Closing inventory holding period (in days) 37 

Trade receivables' collection period (in days) 16 

Trade payables' payment period (based on cost of sales) (in days) 32 

Gearing (debt over debt plus equity) nil 

Required 

(a) Calculate ratios tor Harbin for the year ended 30 September 20X7 equivalent to those calculated for the year 
ended 30 September 20X6 (showing your workings). (8 marks) 

(b) Assess the financial performance and position of Harbin for the year ended 30 September 20X7 compared to 
the previous year. Your answer should refer to the information in the Chief Executive's report and the impact 
of the purchase of the net assets of Fatima. (17 marks) 

(Tolal - 25 marks) 

74 Breadline (2.5 6/02) 45 mins 

You are the assistant financial controller of Judicious. One of your company's credit controllers has asked you to 
consider the account balance of one of your customers. Breadline. He is concerned at the pattern of payments and 
increasing size and age ot the account balance. As part ot company policy he has obtained trie most recently filed 
financial statements of Breadline and these are summarised below. A note to the financial statements of Breadline 
states that it is a wholly owned subsidiary of Wheatmaster, and its main activities are the production and 
distribution of bakery products to wholesalers. By coincidence your company's Chief Executive has been made 
aware that Breadline may be available for sale. She has asked for your opinion on whether Breadline would make a 
suitable addition to the group's portfolio. 

BREADLINE 

INCOME STATEMENT YEAR TO: 



Sales revenue 
Cost of sales 
Gross profit 
Operating expenses 
Finance costs:loan note 
Overdraft 

Profit before tax 

Taxation 

Profit for the year 



31 December 20X1 


31 December 20X0 


00 $000 


$000 


$000 


8,500 




6,500 


(5,950) 
2,550 




(4,810) 
1,690 


(560) 
10 


nil 


(660) 


10 


5 




<2Q) 
1,970 




(5) 
1,025 


(4/0.) 
1.600 




(175) 
850 



Questions 
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STATEMENTS OF FINANCIAL POSITION AS AT: 
















31 December 20X1 


31 December 20X0 








$'000 


$'000 


$'000 


$000 


Non-current assets 














Freehold premises at valuation 






ni 




1,250 




Leasehold premises 






2,500 




nil 




Plant 






1,620 

4,120 




750 
2,000 




Current assets 














Inventory 




370 




240 






Accounts receivable 




960 




600 






Bank 




nil 


1,330 


250 


1,090 




Total assets 






5,450 




3,090 




Equity and liabilities 














Equity 














Ordinary shares ot $1 each 






500 




100 




Reserves 














Share premium 




200 




nil 






Revaluation surplus 














(re freehold premises) 




nil 




700 






Retained earnings 




3,000 


3,200 
3,700 


1,700 


2,400 
2,500 




Non-current liabilities 






500 




nil 




2% loan note 




Current liabilities 














Accounts payable 




1,030 




590 






Overdraft 




220 


1,250 


nil 


590 




Total equity and liabilities 






5,450 




3 7 090 




From your company's own records 


you have ascertained that sales to Breadline for the 


year to 20X1 and 20X0 were 




$1,200,000 and $800,000 respectively and the year- 


end account balance 


s were $340,000 and $100,000 







premises. A note to Breadline's financial statements says that the profit on the disposal ot its freehold premises has 
been included in cost of sales as this is where the depreciation on the freehold was charged. Dividends ot $900,000 
were paid in 20X1. No dividends were paid in 20X0. 

Note, a commercial rate of interest on the loan note of Breadline would be 8% per annum. 

Required 

(a) Describe the matters that may be relevant when entity financial statements are used to assess the 

perf o rmance of a com pany that i s a who I ly owned subsidiary. ( 5 ma rks) 

Note, your answer should give attention to related party issues. 

(b) From the information above and with the aid of suitable ratios, prepare a report tor your Chief Executive on 
the overall financial position of Breadline. Your answer should include reference to matters in the financial 
statements of Breadline that may give you cause tor concern or require further investigation. (20 marks) 

(Totil = 25 marks) 



Questions 

lUMtOHStt 



75 Toogood (2.5 6/07) 45 mins 

(a) A trainee accountant has been assisting in the preparation of the financial statements of Toogood for the 
year ended 31 March 20X7. He has observed that the corresponding figures (ie for the year ended 31 March 
20X6) in the financial statements tor the year ended 31 March 20X7 do not agree in several instances with 
the equivalent figures that were published in the company's financial statements for year ended 31 March 
20X6. In particular: 

Non-current assets have been revised. 

The brought forward retained earnings have been restated and; 



ine udintie dCLUuriidiii lids dii>u noteu iridi even wiibii we revi&eu earnings iiguie 101 me yedi euueu o i 

March 20X6 is divided by the weighted average number of shares in issue during that year, it still does not 
agree with the comparative earnings per share figure (ie for the year ended 31 March 20X6) reported in the 
financial statements for the year ended 31 March 20X7. 

Required 

Explain three circumstances where accounting standards require previously reported financial statement 
figures to be amended when they are reproduced as corresponding amounts. 

Note. It may help to consider, among other things, the items mentioned by the trainee accountant. 

(12 marks) 

(b) The trainee accountant has been reading some literature written by a qualified surveyor on the values of 
leasehold property located in the area where Toogood owns leasehold property. The main thrust is that 
historically, annual increases in property prices more than compensate for the fall in the carrying amount 
caused by annual amortisation until a leasehold property has less than 10 years of remaining lite. Therefore 
the trainee accountant suggests that the company should adopt a policy of carrying its leasehold properties 
at cost until their remaining lives are 10 years and then amortising them on a straight-line basis over 10 
years. This would improve the company's reported profit and cash flows as well as showing a faithful 
representation of the value ot the leasehold properties. 

Required 

Comment on the validity and acceptability of the trainee accountant's suggestion. (7 marks) 

(c) The trainee accountant notes that Toogood acquired the Trilogy group during the year ended 31 March 
20X7. The Trilogy group consists ot Trilogy itself and two wholly owned subsidiaries. Toogood has only 
consolidated Trilogy and one subsidiary with the other subsidiary being shown as a current asset. The 
trainee accountant wonders if this is because the no n -consolidated subsidiary is making losses. 

Required 

Explain why the two subsidiaries may require the different treatments that Toogood has applied. (6 marks) 

(Tola I - 25 marks) 

76 Waxwork (6/09) 27 mins 

(a) The objective ot IAS 1 Events After the Reporting Period is to prescribe the treatment of events that occur 
after an entity's reporting period has ended. 

Required 

Define the period to which IAS 10 relates and distinguish between adjusting and non-adjusting events. 

(5 marks) 

(b) Waxwork's current year end is 31 March 20X9. Its financial statements were authorised for issue by its 



Questions 



gj/' 



(i) On 1 2 April 20X9 a fire completely destroyed the company's largest warehouse and the inventory it 
contained. The carrying amounts of the warehouse and the inventory were $10 million and $6 million 
respectively. It appears that the company has not updated the value of its insurance cover and only 
expects to be able to recover a maximum of $9 million from its insurers. Waxwork's trading 
operations have been severely disrupted since the fire and it expects large trading losses for some 
time to come. (4 marks) 

(ii) A single class of inventory held at another warehouse was valued at its cost of $460,000 at 31 March 
20X9. In April 20X9 70% of this inventory was sold for $280,000 on which Waxworks' sales staff 
earned a commission of 1 5% of the selling price. (3 marks) 

(iii) On 1 8 May 20X9 the government announced tax changes which have the effect of increasing 

Waxwork's deferred tax liability by $650,000 as at 31 March 20X9. (3 marks) 

Required 

Explain the required treatment of the items (i) to (iii) by Waxwork in its financial statements for the year 
ended 31 March 20X9. 

Note: assume all items are maferial and are independent of each other. (10 marks as indicated) 

(Total =15 marks) 



77 Preparation question: Dickson 



Below are the statements of financial position of Dickson as at 31 March 20X8 and 31 March 20X7, together with 
the statement of comprehensive income for the year ended 31 March 20X8. 

20X8 20X7 

$'000 $'000 
Non-current assets 

Property, plant and equipment 825 637 

Goodwill 100 100 

Development exoenditure 290 160 



Inventories 


360 


227 


Trade receivables 


274 


324 


Investments 


143 


46 


Cash 


29 

806 
2,021 


117 

714 

1.611 


Equity 






Share capital -S1 ordinary shares 


500 


400 


Share premium 


350 


100 


Revaluation surplus 


152 


60 


Retained earnings 


237 


255 




1,239 


615 


Non-current liabilities 






6% debentures 


150 


100 


Finance lease liabilities 


100 


30 


Deferred tax 


48 
298 


45 
225 


Current liabilities 






Trade payables 


274 


352 


Finance lease liabilities 


17 


12 


Current tax 


65 


153 


Debenture interest 


5 


— 


Bank overdraft 


132 


54 




484 


571 




2,021 


1,611 


luDncMuu 




Questions 


STATEMENT OF COMPREHENSIVE INCOME 




$'000 


Revenue 




1,476 


Cost of sales 




(962) 


Gross profit 




514 


Other expenses 
Finance costs 




057) 

(15) 

fit r*i 



riuniiui u ic yea i iou 

Other comprehensive income: 

Gain on revaluation ot property, plant and equipment l^rj 

Total comprehensive income for the year 



Notes 

(1) Goodwill arose on the acquisition of unincorporated businesses. During 20X8 expenditure on development 
projects totalled $190,000. 

(2) During 20X8 items of property, plant and equipment with a net book value of $1 03,000 were sold for 
$110,000. Depreciation charged in the year on property, plant and equipment totalled $57,000. Dickson 
transfers extra depreciation on revalued property, plant and equipment to retained earnings as allowed by 
IAS 16. Depreciation based on historical cost in 20X8 is $49,000. Dickson purchased $56,000 ot property, 
plant and equipment by means of finance leases, payments being made in arrears on the last day of each 
accounting period. 

(3) The current asset investments are government bonds and management has decided to class them as cash 
equivalents. 

(4) The new debentures were issued on 1.4.X7. Finance cost includes debenture interest and finance lease 
finance charges only. 

(5) During the year Dickson made a 1 tor 8 bonus issue capitalising its retained earnings followed by a rights 
issue. 

(6) Dividends totalling $1 56,000 were paid during the year. 
Required 

Using the pro-forma below: 

(a) Prepare a statement of cash flows for Dickson in accordance with IAS 7 using the indirect method. 

(b) Prepare (additionally) net cash from operating activities using the direct method. 

(a) DICKSON 

STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 31 MARCH 20X8 

Cash flows from operating activities $000 $000 

Profit before taxation 
Adjustments for: 

Depreciation 

Amortisation 

Interest expense 

Profit on disposal of assets 
Movement in trade receivables 
Movement in inventories 
Movement in trade payables 
Cash aene rated from o Derations 



income raxes paio 

Met cash from operating activities 



Questions ?L^ 
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Cash flows from investing activities 
Development expenditure 
Purchase of property, plant & equipment 
Proceeds from sale of property, plant & equipment 

Net cash used in investing activities 

Cash flows from financing activities 
Proceeds from issue of shares 
Proceeds from issue of debentures 
Payment of finance lease liabilities 
Dividends paid 

Net cash from financing activities 

Net decrease in cash and cash equivalents 
Cash and cash equivalents at beginning of period 

Cash and cash equivalents at end of period 
Workings 



(b) CASH FLOWS FROM OPERATING ACTIVITIES (Direct method) 

$'000 
Cash received from customers 
Cash paid to suppliers and employees 
Cash generated from operations 
Interest paid 
Income taxes paid 
Net cash from operating activities 

Workings 



luanfiMnu 



78 Casino (2.5 6/05) 



45 mins 



(a) Casino is a publicly listed company. Details of its statements of financial position as at 31 March 20X5 and 
20X4 are shown below together with other relevant information. 

STATEMENT OF FINANCIAL POSITION AS AT 



Property, plant and equipment 
Intangible assets 

Current assets 
Inventory 
Trade receivables 
Interest receivable 
Short term deposits 
Bank 
Total assets 

Share capital and reserves 
Ordinary shares of $1 each 
Reserves 
Share premium 
Revaluation surplus 
Retained earnings 



Non-current liabilities 

12% loan note 

8% variable rate loan note 



31 March 20X5 


31 March 20X4 


$m 


$m 


$m 


$m 




880 




760 




400 

1.2 BO 




510 
1,270 


350 




420 




808 




372 




5 




3 




•32 




120 




1b 


1,210 


75 


990 



2/190 



2,260 



200 



60 




Nil 




112 




45 




098 




1,165 






1,270 
1,570 




1,210 
1,410 


Nil 




150 




160 




Nil 





Trade 


payables 


530 515 






Bank overdraft 


125 Nil 






Taxation 


15 110 










670 


625 




Total 


equity and liabilities 


2,490 


2,260 




Questions 
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The following supporting information is available: 








(i> 


Details relating to the non-current assets are: 

Property, plant and equipment at: 

31 March 20X5 


31 March 20X4 




^^M 




Cost/ Depreci- Carrying 


Cost/ Depreci- 


Carrying 






valuation ation value 


valuation ation 


value 






$m $m $m 


$m $m 


$m 






Land & buildings 600 12 588 


500 80 


420 






Plant 440 148 292 


445 105 


340 






880 




760 






Casino revalued the carrying value of its land and buildings 


by an increase of $70 million on 1 April 






20X4. On 31 March 20X5 Casino transferred $3 million from the revaluation reserve to retained 






earnings representing the realisation otthe revaluation reserve due to the depreciation of buildings. 






During the year Casino acquired new plant at a cost of $80 million and sold some old plant for 






$15 million at a loss of $12 million. 










There were no acquisitions or disposals of intangible assets 








n 


The following extract is from the draft income statement for 

Operating loss 
Interest receivable 


the year to 31 March 20X5: 
Sm 


$m 
(32) 
12 

I9i 1 





income xax repayment ciaim 14 

Deferred tax charge (15) 

(D 
Loss for ttie year (45) 

The finance costs are made up of: 

Interest expense (16) 

Penalty cost for early redemption of fixed rate loan (6) 

Issue costs of variable rate loan _J2) 

124) 

(iii) The short term deposits meet the definition of cash equivalents. 

(iv) Dividends of $25 million were paid during the year. 

Required 

As far as the information permits, prepare a statement of cash flows for Casino tor the year to 31 March 
20X5 in accordance with IAS 7 Statement of cash flows. (20 marks) 

(b) In recent years many analysts have commented on a growing disillusionment with the usefulness and 
reliability of the information contained in some companies' income statements. 

Required 

Discuss the extent to which a company's statement of cash flows may be more useful and reliable than its 
income statement. (5 marks) 

(Total = 25 marks) 



b^ 



Questions 



30 Septemt 


er20X5 


30 September 20X4 


$'000 


$000 


$'000 


$000 




10,600 




15,800 


2,550 




1,850 




3,100 




2,600 




1,500 




1,200 




850 




nil 






8,000 




5,650 




18,600 




21,450 



The following draft financial statements relate to Tabba, a private company. 
Statements of financial position as at: 

Property, plant and equipment (note (ii)) 

Current assets 

Inventories 

Trade receivables 

Insurance claim (note (Hi)) 

Cash and bank 

Total assets 

Equity 

Share capital ($1 each) 6,000 6,000 

Reserves: 

Revaluation (note (ii)) 

Retained earnings 



Non-current liabilities 

Finance lease obligations (note (ii)) 

6% loan notes 

10% loan notes 

Deferred tax 

Government grants (note (ii)) 

Current liabilities 
Bank overdraft 
Trade payables 
Government grants (note (ii)) 
Finance lease obligations (note (ii)) 
Current tax payable 



nil 




1,600 




2,550 




850 






2,550 




2,450 




8,550 




8,450 


2,000 




1,700 




800 




nil 




nil 




4,000 




200 




500 




1,400 




900 






4,400 




7,100 


nil 




550 




4,050 




2,950 




600 




400 




900 




800 




100 




1,200 





5,650 b.900 



Total equity and liabilities 18,600 21,450 

The following additional information is relevant: 

(i) Income statement extract for the year ended 30 September 20X5: 

$000 

Operating profit before interest and tax 270 

Interest expense (260) 

Interest receivable 40 



(ii) 



Profit for the year 

Note. The interest expense includes finance lease interest. 
The details of the property, plant and equipment are: 



At 30 September 20X4 
At 30 September 20X5 



MO 





Acc'd 


Carrying 


Cost 

$'000 
20,200 
16,000 


depreciation 
$'000 
4,400 
5,400 


value 

$000 

15,800 

10,600 



During the year Tabba sold its factory for its fair value $1 2 million and agreed to rent it back, under an 
operating lease, for a period of five years at $1 million per annum. At the date of sale it had a carrying value 



Questions 






of $7.4 million based on a previous revaluation of $8.6 million less depreciation of $1.2 million since the 
revaluation. The profit on the sale of the factory has been included in operating profit. The surplus on the 
revaluation reserve related entirely to the factory. No other disposals of non-current assets were made 
during the year. 

Plant acquired under finance leases during the year was $1.5 million. Other purchases of plant during the 
year qualified for government grants of $950,000. 

Amortisation of government grants has been credited to cost of sales. 

(iii) The insurance claim related to flood damage to the company's inventories which occurred in September 

20X4. The original estimate has been revised during the year after negotiations with the insurance company. 
The claim is expected to be settled in the near future. 

Required 

(a) Prepare a statement of cash flows using the indirect method for Tabba in accordance with IAS 7 Statement 
of Cash Flows ior the year ended 30 September 20X5. (17 marks) 

(b) Using the information in the question and your statement of cash flows, comment on the change in the 
financial position of Tabba during the year ended 30 September 20X5. (8 marks) 



Note. You are not required to calculate any ratios. 



(Total = 25 marks) 



Minster is a publicly listed company. Details of its financial statements for the year ended 30 September 20X6, 
together with a comparative statement of financial position, are: 

STATEMENT OF FINANCIAL POSITION AT 





30 September 20X6 


30 September 20X5 




$'000 


$'000 


$'000 


$'000 


Non-current assets (note (i)) 










Property, plant and equipment 




1,280 




940 


Software 




135 




nil 


Investments at fair value through 










profit or loss 




150 
1,565 




125 
1,065 


Current assets 










Inventories 


480 




510 




Trade receivables 


270 




380 




Amounts due from construction 










contracts 


80 




bb 




Bank 


_rjil 




J5 








830 




980 


Total assets 




2,395 




2,045 


Equity and liabilities 










Equity shares of 25 cents each 




500 




300 


Reserves 










Share premium (note (ii)) 


150 




35 




Revaluation reserve 


60 




25 




Retained earnings 


950 




965 








1,160 




1,075 






1,660 




1,375 


Non-current liabilities 










9% loan note 


120 




nil 




Environmental provision 


162 




m 




Deferred tax 


18 




25 





300 



2 b 



&> 



Questions 



30 September 20X6 


30 Septembi 


v20X5 


OOO $000 


$000 


$000 


350 


555 




25 


40 




60 


50 




435 




645 


2,395 




2,045 


) SEPTEMBER 20X6 




$000 
1.397 

(1,110) 
287 
(125) 
162 

(40) 

20 

142 

(57) 

85 



Current liabilities 
Trade payables 
Bank overdraft 
Current tax payable 
Total equity and liabilities 



Revenue 
Cost of sales 
Gross profit 
Operating expenses 

Finance costs (note (i)) 

Investment income and gain on investments 

Profit before tax 

Income tax expense 

Profit for the year 

The following supporting information is available: 

(I) Included in property, plant and equipment is a coal mine and related plant that Minster purchased on 1 

October 20X5. Legislation requires that in ten years' time (the estimated life of the mine) Minster will have to 
landscape the area affected by the mining. The future cost of this has been estimated and discounted at a 
rate of 8% to a present value of $150,000. This cost has been included in the carrying amount of the mine 
and, together with the unwinding of the discount, has also been treated as a provision. The unwinding of the 
discount is included within finance costs in the income statement. 

Other land was revalued (upward) by $35,000 during the year. 

Depreciation of property, plant and equipment for the year was $255,000. 

There were no disposals of property, plant and equipment during the year. 

The software was purchased on 1 April 20X6 tor $180,000. 

The market value of the investments had increased during the year by $1 5,000. There have been no sales of 
these investments during the year. 

(ii) On 1 April 20X6 there was a bonus (scrip) issue of equity shares of one tor every four held utilising the 
share premium reserve. A further cash share issue was made on 1 June 20X6. No shares were redeemed 
durinathevear. 



Required 








(a) Prepare a statement of cash flows for Minster tor the year to 30 September 20X6 in act 


:ordancewith IAS 7 




Statement of cash flows. 




(15 marks) 




(b) Comment on the financial performance and position of Minster as revealed by the above financial statements 




and your statement of cash flows. 




(10 marks) 






(Tola I 


= 25 marks) 




Questions 








81 Pinto (6/08) 




45 mins 




Pinto is a publicly listed company. The following financial statements of Pinto are available: 








STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 31 MARCH 20X8 




$'000 




Revenue 




5,740 




Cost of sales 




(4,840) 




Gross profit 




900 




Income from and gains on investment property 




60 




Distribution costs 




(120) 




Administrative expenses (note (ii)) 




(350) 




Finance costs 




(50) 





inhume idx expense 

Prof it for the year 

Other comprehensive income 
Gains on property revaluation 

Total comprehensive income 

STATEMENTS OF FINANCIAL POSITION AS AT 



Assets 

Non-current assets (note (i)) 
Property, plant and equipment 
Investment property 

Current assets 

Invenlory 

Trade receivables 

Income tax asset 

Bank 

Total assets 

Equity and liabilities 

Equity shares of 20 cents each (note (Hi)) 

Share premium 

Revaluation reserve 

Retained earnings 



i |0U J 









280 








100 




±20X8 

$'000 


31 Mar 
$'000 


380 


31 Mar 
$'000 


±20X7 

$'000 




2,880 
420 




1,860 
400 




3,300 




2,260 


1,210 
460 

nil 
10 


1,700 
5,000 


810 

540 

50 

nil 


1,400 

3,660 


600 

150 

1,440 


1,000 
2,190 


ni 

50 

1,310 


600 
1,360 



3,190 



1,960 



Non-current liabilities 
6% loan notes (note (ii)) 
Deferred tax 

Current liabilities 

Trade payables 

Bank overdraft 

Warranty provision (note (iv)) 

Current tax payable 

Total equity and liabilities 



nil 




400 




50 


50 


30 


430 


1,410 




1,050 




rl 




120 




200 




100 




150 


1,760 


nil 


1,270 




5,000 




3,660 



B^ 



Questions 



The following supporting information is available: 

(i) An item ot plant with a carrying amount of $240,000 was sold at a loss of $90,000 during the year. 

Depreciation of $280,000 was charged (to cost of sales) for property, plant and equipment in the year ended 
31 March 20X8. 

Pinto uses the fair value model in IAS 40 Investment Property. There were no purchases or sales ot 

investment property during the year, 
(ii) The 6% loan notes were redeemed early incurring a penalty payment of $20,000 which has been charged as 

an administrative expense in the income statement, 
(iii) There was an issue of shares for cash on 1 October 20X7. There were no bonus issues ot shares during the 

year. 

(iv) Pinto gives a 1 2 month warranty on some ot the products it sells. The amounts shown in current liabilities as 
warranty provision are an accurate assessment, based on past experience, of the amount of claims likely to be 
made in respect of warranties outstanding at each year end. Warranty costs are included in cost of sates. 

(v) A dividend of 3 cents per share was paid on 1 January 20X8. 

Required 

(a) Prepare a statement of cash flows for Pinto tor the year to 31 March 20X8 in accordance with IAS 7 
Statement of cash flo ws. (15 marls) 

(b) Comment on the cash flow management of Pinto as revealed by the statement of cash flows and the 
information provided by the above financial statements. 

Note, ratio analysis is not required, and will not be awarded any marks. (10 marks) 

(Total = 25 marks) 

82 Coal town (6/09) 45 mins 

(a) Coaltown is a wholesaler and retailer of office furniture. Extracts from the company's financial statements 
are set out below: 

STATEMENTS OF COMPREHENSIVE INCOME FOR THE YEAR ENDED: 



Revenue - cash 
-credit 
Cost of sales 
Gross profit 



31 March 20X9 




31 March 20X8 




$'000 


$000 


$'000 


$000 


12,800 




26,500 




53,000 


65,800 


28,500 


55,000 




(43,800) 




(33,000) 




22.000 




22.000 



- overdraft 


(220) 


(600) nil 


(180) 




Profit before tax 




10,200 


14,900 




Income tax expense 




(3,200) 


(4,400) 




Profit tor period 




7,000 


10,500 




Other comprehensive income 










Gain on property revaluation 




5,000 


1,200 




Total comprehensive income for the year 




12,000 


11,700 




STATEMENT OF CHANGES IN EQUITY FOR THE YEAR ENDED 31 MARCH 20X9 






Equity 


Share 


Revaluation Retained 






shares 


premium 


surplus earnings 


Total 




S 000 


$'000 


$000 $'000 


$'000 




Balances b/f B.000 


500 


2,500 15,800 


26,800 




Share issue 8,600 


4,300 




J 2,900 




Comprehensive income 




5,000 7,000 


12,000 




Dividends paid 


4,800 


(4,000) 
7,500 18,800 


(4,000) 
47,700 




Balances c/f 16,600 


QuhHom 










STATEMENTS OF FINANCIAL POSITION AS AT 31 MARCH: 












20X9 


20X8 






S'000 


$'000 $'000 


$'000 




Assets 










Non-current assets (see note) 










Cost 




93.500 


80,000 




Accumulated depreciation 




(43,000) 
50,500 


(48,000) 






32,000 


Current assets 










Inventory 


5,200 


4,400 






Trade receivables 


7,800 


2,800 






Bank 


nil 


13,000 700 


7,900 




Total assets 




63 r 500 


39,900 





3,600 




ml 




4,200 




4,500 




3,000 




5,300 




1,000 


11,800 


300 


10,100 



Equity shares of $1 each 16,600 8,000 

Share premium 4,800 500 

Revaluation surplus 7,500 2,500 

Retained earnings 16,800 15,800 

47,700 26,800 

No n -current liabilities 

10% loan notes 4,000 3.000 

Current liabilities 
Bank overdraft 
Trade payables 
Taxation 
Warranty provision 

63,500 39,900 

Note 

N on -current assets 

During the year the company redesigned its display areas in all of its outlets. The previous displays had cost 
$1 million and had been written down by $9 million. There was an unexpected cost ot $500,000 for the 
removal and disposal otthe oM display areas. Also during the year the company revalued the carrying 
amount of its property upwards by $5 million, the accumulated depreciation on these properties of 
$2 million was reset to zero. 

All depreciation is charged to operating expenses. 

Required 

Prepare a statement of cash flows for Coaltown tor the year ended 31 March 20X9 in accordance with IAS 7 
Statement of Cash Flows by the indirect method. (15 marks) 

(b) The directors of Coaltown are concerned at the deterioration in its bank balance and are surprised that the 
amount of gross profit has not increased for the year ended 31 March 20X9. At the beginning ot the current 
accounting period (ie on 1 April 20X8), the company changed to importing its purchases from a foreign 
supplier because the trade prices quoted by the new supplier were consistently 10% below those of its 
previous supplier. However, the new supplier offered a shorter period of credit than the previous supplier (all 
purchases are on credit). In order to encourage higher sales, Coaltown increased its credit period to its 
customers, and some ot the cost savings (on trade purchases) were passed on to customers by reducing 
selling prices on both cash and credit sales by 5% across all products. 






Required 



Calculate the gross profit margin that you would have expected Coaltown to achieve tor the year 
ended 31 March 20X9 based on the selling and purchase price changes described by the directors; 

(2 marks) 
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(ii) Comment on the directors' surprise at the unchanged gross profit and suggest what other factors 
may have affected gross profit for the year ended 31 March 20X9; (4 marks) 

(iii) Applying the trade receivables and payables credit periods tor the year ended 31 March 20X8 to the 
credit sales and purchases ot the year ended 31 March 20X9, calculate the effect this would have had 
on the company's bank balance at 31 March 20X9 assuming sales and purchases would have 
remained unchanged. (4 marks) 

Note: the inventory at 31 March 20X8 was unchanged from that at 31 March 20X7; assume 365 trading 
days. 

(Tolal - 25 marks) 

83 Deltoid 45 mins 

(a) The following information relates to the draft financial statements of Deltoid. 

SUMMARISED STATEMENTS OF FINANCIAL POSITION AS AT: 

31 March 2010 31 March 2009 

S'ooo pooo $'000 $'000 

Assets 

N on -current assets 

Property, plant and equipment (note (i)) 19,000 25,500 

Current assets 

Inventory 12,500 4,600 

Trade receivables 4,500 2,000 

Tax refund due 500 nil 

Bank _J"! 1.500 

Total assets 



Equity and liabilities 

Equity 

Equity shares ot $1 each (note (ii)) 

Share premium (note (ii)) 

Retained earnings 





36,500 




33,600 


3,200 
4,500 


10,000 
7,700 


4.000 
6,300 


8,000 
10,300 



10% loan note (note (iii)) 

Finance lease obligations 

Deferred tax 

Current liabilities 

10% loan note (note (iii)) 

Tax 

Bank overdraft 

Finance lease obligations 

Trade payables 

Total equity and liabilities 



Revenue 
Cost of sales 
Gross profit 
Operating expenses 
Finance costs (note (iv)) 
Profit (loss) before tax 
Income tax relief (expense) 
Profit (loss) for the year 



rl 




5,000 




4,800 




2,000 




1,200 


6,000 


800 


7,800 


5,000 




nil 




nil 




2,500 




1,400 




nil 




1,700 




800 




4,700 


12,800 


4,200 


7,500 




36,500 




33,600 


HE YEARS ENDED: 






31 Marc I 


12010 


31 March 2009 




$'000 




$*000 




55,000 




40,000 




(43,800) 




(25,000) 




11,200 




15,000 




f1 2.000 1 




(6,000) 




(1,000) 




(600) 




(1,800) 




8,400 




700 




(2,800) 




(1.100) 


5,600 





Questions 






The following additional information is available: 

(i) Property, plant and equipment is made up of: 

As at: 31 March 2010 31 March 2009 

$'000 $'000 

Leasehold property nil 5,500 

Owned plant 12,500 14,200 

Leased plant 6.500 2,500 

19,000 25,500 

During the year Deltoid sold its leasehold property for $8.5 million and entered into an arrangement 



$'000 
Leasehold property 200 

Owned plant 1 ,700 

Leased plant 1 .800 

3,700 

On 1 July 2009 there was a bonus issue of shares from share premium of one new share for every 10 
held. On 1 October 2009 there was a fully subscribed cash issue of shares at par. 

The 10% loan note is due for repayment on 30 June 2010. Deltoid is in negotiations with the loan 
provider to refinance the same amount for another five years. 



31 March 2009 

$'000 

100 

nil 

500 

600 

Required 

(i) Prepare a statement of cash flows for Deltoid for the year ended 31 March 2010 in accordance with 
IAS 7 Statement of cash flows, using the indirect method; {12 marks) 

(ii) Based on the information available, advise the loan provider on the matters you would take into 
consideration when deciding whether to grant Deltoid a renewal of its maturing loan note. 

(8 marks) 

(b) On a separate matter, you have been asked to advise on an application for a loan to build an extension to a 
sports club which is a not-for-profit organisation. You have been provided with the audited financial 
statements of the sports club for the last four years. 

Required 

Identify and explain the ratios that you would calculate to assist in determining whether you would advise 
that the loan should be granted. (5 marks) 

(Total = 25 marks) 



The finance costs are 


made 


up of: 




For year ended: 






31 March 2010 
$'000 


Finance lease charges 






300 


Overdraft interest 






200 


Loan note interest 






500 
1.000 
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84 Preparation question: Changing prices 




The following information has been extracted from the accounts of Norwich prepared under the 


historical cost 


convention for 20X6. 




INCOME STATEMENT EXTRACTS 20X6 






$m 


Revenue 


200 


Profit 


15 


Less finance costs 


3 


Profit for the year 


J2 


SUMMARISED STATEMENT OF FINANCIAL POSITION AT 31 DECEMBER 20X6 




Assets $m 


$m 


Property, plant & equipment at cost less depreciation 


60 


Current assets 




Inventories 20 




Receivables 30 




Bank 1 






52 


Total assets 


112 


Equity and liabilities 




Equity 


62 


Non-current liabilities 


20 


Current liabilities 


30 


Total equity and liabilities 


112 


The company's accountant has prepared the following current cost data. 






$m 


Current cost adjustments tor 20X6 




Depreciation adjustment 


3 



Property, plant & equipment, net of depreciation 85 

Inventories 21 

Required 

(a) Calculate the current cost operating profit of Norwich for 20X6 and the summarised current cost statement 
of financial position of the company at 31 December 20X6, so far as the information permits. 

(b) Calculate the following ratios from both the historical cost accounts and current cost accounts: 
(i) Interest cover 

(ii) Rate of return on shareholders' equity 
(iii) Debt/equity ratio 

(c) Discuss the significance of the ratios calculated under (b) and of the reasons for differences between them. 
Note. Ignore taxation. 

Approaching the question 

1 To save time in this question, the current cost adjustments are given to you. You should, of course, 
understand how they are calculated. 

2 Part (b) is straightforward. Make sure you allow yourself time to give adequate weight to the discussion in 
part (c). 
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85 Update (2.5 6/03 part) 22 mins 

Most companies prepare their financial statements under the historical cost convention. In times of rising prices it 
has been said that without modification such financial statements can be misleading. 

Required 



Note. Your answer should consider problems with the income statement and the statement of financial 
position. 

(b) Update has been considering the effect of alternative methods of preparing their financial statements. As an 
example they picked an item of plant that they acquired from Suppliers on 1 April 20X0 at a cost of 
$250,000. 

The following details have been obtained: 

the company policy is to depreciate plant at 20% per annum on the reducing balance basis. 

- the movement in the retail price index has been: 

1 April 20X0 180 

1 April 20X1 202 

1 April 20X2 206 

31 March 20X3 216 

Suppliers' price catalogue at 31 March 20X3 shows an item of similar plant at a cost of $320,000. On 
reading the specification it appears that the new model can produce 480 units per hour whereas the 
model owned by Update can only produce 420 units per hour. 

Required 

Calculate for Update the depreciation charge for the plant for the year to 31 March 20X3 (based on 
year end values) and its carrying value in the statement of financial position on that date using: 

the historical cost basis; 

a c u r rent p u rchas ing power basi s ; a n d 

a current cost basis. (6 marks) 

(Total = 12 marks) 

86 Appraisal (pilot paper part) g mins 

Explain in what ways your approach to performance appraisal would differ if you were asked to assess the 
performance of a not-for-profit organisation. (5 marks) 
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(a) The primary purpose ot the Framework is to provide a frame of reference to help the IASB itself in 
developing new accounting standards and reviewing existing ones. Its main impact on accounting practice is 
therefore through its influence on the standard -setting process. It also has the following purposes: 

• To assist auditors in forming an opinion as to whether financial statements conform with accounting 
standards. 

• To help preparers of financial statements and auditors faced with new or emerging accounting issues 
to carry out an initial analysis ot the issues involved. 

• To provide a common set of principles tor use by standard setters which should reduce the number 
of alternative treatments allowed by IFRS and therefore facilitate harmonisation of accounting 
practice. 

The Framework\s not an accounting standard and does not contain requirements on how financial 
statements should be prepared or presented. This is governed by accounting standards and the overriding 
requirement of fair presentation. It is also not the only influence on standard setting. Factors such as legal 
requirements, implementation issues and industry-specific issues also play a part. 

However, it is the frame of reference within which the standard -setting takes place and it contains the 
definitions and recognition criteria for assets, liabilities, income and expense. Fair presentation requires that 
these elements are accounted for in accordance with the criteria set out in the Framework. 

(b) Assets are defined as 'a resource controlled by an entity as a result of past events and from which future 
economic benefits are expected to flow to the entity'. The use of 'controlled' agrees with the principle of 
substance over form in that where an entity may not legally own' an asset but has control of the rights to 
future economic benefits accruing from it, the asset should be recognised. The most obvious example of 
this is an asset held under a finance lease. This is not legally owned, but is shown on the statement of 
financial position as a no n -current asset. The emphasis on 'past transactions or events' prevents the 
recognition ot contingent assets. 

Liabilities are defined as 'a present obligation ot the entity arising from past events, the settlement of which 
is expected to result in an outflow from the entity of resources embodying economic benefits'. This 
obligation may be legal or it may be constructive. For instance, a company may have no legal obligation to 
fulfil certain environmental requirements, but it may have created, by its previous actions, the expectation 
that it will do so. This will be regarded as a constructive obligation per IAS 37 and the cost ot carrying it out 
will be provided for. Again, 'past transactions or events' prevents the use ot liabilities for 'profit smoothing'. 
An entity cannot set up a provision for an obligation which has not yet been incurred, such as a restructuring 
which it intends to carry out in the following year. 

The emphasis placed upon correctly defining and recognising assets and liabilities underlines the 
importance otthe statement of financial position. The elements of financial statements identified in the 
Framework, other than assets and liabilities themselves, are measured in terms of changes in assets and 
liabilities. Ownership interest is the excess of assets over liabilities and gains and losses are defined as 
increases or decreases in ownership interest, aside from contributions from and distributions to owners. So 
correct identification and measurement of assets and liabilities is crucial to the n re na ration ot financial 



2 Derringdo 

(a) Framework 

The Framework states that 'recognition of income occurs simultaneously with the recognition of increases in 
assets or decreases in liabilities'. This implies that all gains reported in the statement of financial position, 
whether realised or unrealised, should be claimed as income in the income statement. Traditionally, only 
realised gains have been recognised as income. IAS 18 Revenue follows the traditional approach, with 
revenue being measured as the consideration for a transaction rather than as the side effect of an asset 
revaluation. For example profit on the sale of property is recognised as income, whereas the revaluation of 
the same item would be taken directly to the revaluation surplus. Some recent standards have followed the 

B[^ Answer* 
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Framework rather than tradition; IAS 40 Investment Property and IAS 41 Agriculture require unrealised gains 
to be reported as income in the income statement. 

Substance over form requires the commercial substance of a transaction to be reported, rather than its legal 
form. For example, if a manufacturer sells its factory to a Bank for $1 m, and the Bank has the option to 
demand that the manufacturer buys it back a year later for $1.1 m, then this is a secured loan, not a sale. The 
$1 m cash received is treated as a liability, not as income. 

f b) Sate of goods 

When selling the A grade goods, Derringdo acts as an agent for Gungho. The goods never belong to 
Derringdo, and so they do not appear in the statement of financial position as inventory or in the income 
statement as cost of sales. Instead Derringdo' s revenue in the income statement will include the 
commissions earned on these sales. 

The B grade goods are normal goods purchased for resale. The income statement will show the gross sales 
revenue and the related cost of sales. 

$000 
Revenues (4.600 + 11,400) 16,000 

Cost of sales (8,550 ) 

Gross profit 7,450 

Workman 



Revenues 
Cost of sales 



Gross profit (25%) 

Commission 

8 grade goods 
Revenues 
Cost of sales 



Gross profit (25%) 



(18,400x100/50) 
Opening inventory 
Purchases 
Closing inventory 



36,800® 12.5% 

(8,550 * 100/75) 
Opening inventory 
Purchases 
Closing inventory 



2.400 
18,000 
(2,000 ) 



S 000 

1,000 
8,800 

(1,250 ) 



36.800 



18,400 
18,400 

4,600 

$000 
11,400 



(8,550 ) 

2.8b0 



3 Porto 



Text reference. Chapter 1 . 

Top tips. You should have had no trouble explaining the characteristics, but remember to state how they make 
financial information useful. Working out how the characteristics related to the scenarios took a bit more thought. 

Easy marks. Part (a) was 9 easy marks. 



Marking scheme 



(a) 3 marks each tor relevance, reliability and comparability 

(b) 2 marks for each transaction or event 



Total tor question 



Marks 

9 

■1 
13 



Answers 
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(a) Relevance 



The relevance of information must be considered in terms of the decision-making needs of users. It is 
relevant when it can influence their economic decisions or allow them to reassess past decisions and 
evaluations. Economic decisions often have a predictive quality- users may make financial decisions on the 
basis of what they expect to happen in the future. To some degree past performance gives information on 
expected future performance and this is enhanced by the provision ot comparatives, so that users can see 
the direction in which the company is moving. The separate presentation of discontinued operations also 
shows how much profit or loss can be attributed to that part of the operation will be not be there in the 
tutu re. This can also aftect valuation of assets. One aspect ot relevance is materiality. An item is material if 
its omission or misstatement could influence the economic decisions of users. Relevance would not be 
enhanced by the inclusion of immaterial items which may serve to obscure the important issues. 

Reliability 

Information can be considered to be reliable when it is free from error or bias and faithfully represents what 
it is expected to represent. The income statement must be a reliable statement of the results of the entity for 
the period in question and the statement of financial position must faithfully represent its financial position 
at the end of the period. Financial statements in which provision had not been made for known liabilities or 
in which asset values had not been correctly stated could not be considered reliable. This also brings in the 
issue of substance over form. Transactions should be represented in accordance with their economic 
substance, rather than their legal form. This principle governs the treatment of finance leases, sale and 
leaseback transactions and consignment inventory. If these types of transactions are not accounted for in 
accordance with their economic substance, then the financial statements are unreliable. 

Comparability 

Comparability operates in two ways. Users must be able to compare the financial statements otthe entity 
with its own past performance and they must also be able to compare its results with those of other entities. 
This means that financial statements must be prepared on the same basis from one year to the next and 
that, where a change of accounting policy takes place, the results for the previous year must also be restated 
so that comparability is maintained. Comparability with other entities is made possible by use of appropriate 
accounting policies, disclosure of accounting policies and compliance with International Financial Reporting 
Standards. Revisions to standards have to a large degree eliminated alternative treatments, so this has 
greatly enhanced comparability. 

(i) The 'substance' of a finance lease is that the lessee has acquired an asset using a loan from the 

lessor. Porto should capitalise the asset and depreciate it over its useful life (which is the same as the 
lease term). A finance lease liability should be set up for the same amount. The liability will be 
reduced by the lease payments, less the notional finance charge on the loan, which will be charged to 
profit or loss. This presents the transaction in accordance with its substance, which is a key aspect of 
reliability. 

(ii) This issue has to do with relevance. It could be said that the use of historical cost accounting does 



to a higher depreciation charge, so it will not improve the operating loss in the income statement, but the 
excess can be credited back to retained earnings in the statement of financial position. 



4 Concepts 



Marking scheme 



(a) explanations 1 mark each 

(b) examples 2 marks each 



Total for question 



Marks 

5 

JO 
15 
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Answtre 



(a) Matching/accruals 

This dictates that the effects of transactions and other events are recognised in the financial statements in 
the period in which they occur, rather than in the period when cash is received or paid. 

Substance over form 

This is the principle that transactions and other events are accounted for and presented in accordance with 
their substance and economic reality and not merely their legal form. This is important in considering 
whether or not a sale has taken place. 

Prudence 

Prudence requires accountants to exercise a degree of caution in making estimates under conditions of 
uncertainty, in order to ensure that assets are not overstated, not liabilities understated. 

Comparability 

This requires consistent application of accounting policies and adequate disclosure in order that a) the 
financial statements of an entity can be compared with its financial statements for previous accounting 



Materiality 

The Framework describes this as a threshold' quality and it requires the application of judgement. An item 
of information is material if its omission or misstatement could influence the economic decisions of users 
taken on the basis of the financial statements. An item can be material on account of its size or on account 
of its nature. 

(b) Application to inventory 

Matching/accruals 

Inventory is charged to profit or loss in the period in which it is used, not the period in which it is received or 
paid for. This is done by adjusting cost ot sales for opening and closing inventory. 

Substance over form 

Goods may be purchased for resale on a consignment basis, which means that they can be returned if 
unsold. This means that while the legal form is that a sale has taken place, the substance is that the risks 
and rewards attached to the goods have not been transferred to the purchaser. In this situation the goods 
are not treated as inventory until, for instance, the period within which they can be returned has expired. 

Prudence 

Prudence must be applied in the valuation of inventory. IAS2 requires it to be carried at the lower of cost and 
NRV. For instance, if the net realisable value of an item ot inventory falls below original cost, then the item is 
valued at NRV. This is important because if closing inventory is overvalued profit will be overstated. 

Comparability 

Inventory should be valued in financial statements using FIFO or weighted average and this should be 
consistently applied from one period to the next. If a change is made to the method of valuation, it must be 
disclosed, so that the current and prior periods can still be compared. 

Materiality 

Inventory is counted at the end of each reporting period and the valuation is based on this physical count, 
because inventory is generally regarded as a material item. However, it could be decided that a small 
discrepancy in the count would not be investigated because the amounts involved were too small to affect 
the decisions of users and so were not material. 
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5 Regulatory framework 



Text references. Chapter 2. 

Top tips. A basic knowledge of the structure and processes of the IFRS Foundation would probably be enough to 
earn a pass mark, but parts of this question require a bit of thought To earn a pass mark break each question down 
into its components and write a few lines on each. For example, in part (b) most people will sketch out the standard 
setting process, but make sure you also include a sentence or two on enforcing and on supplementing standards. 

Easy marks. Part (a) is very straightforward and will earn you a maximum ot ten easy marks. In part (b), five easy 
marks can be picked up by remembering the standard setting process. 

Examiner's comments. Most answers were weak and very short. Enforcement issues were mostly ignored. 



Marking scheme 



(a) 1 mark per relevant point to a maximum 

(b) 1 mark per relevant point to a maximum 

(c) 1 mark per relevant point to a maximum 
Maximum for question 



Marks 

5 
25 



(a) Structure and function of IFRSF 





IFRS Foundation 

22 Trustees 










4, + 


4 
G 


National 

Standard 

Setters 




IFRSAC 

-50 members 


— * 


IASB 
15 

Members 


4 








& 




Advisory 
Committees 


— * 


4 
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-0- Appoints 
-t- Reports to 

Advises 
~.... Membership links 

IFRSF IFRS Foundation 

The Trustees otthe IFRSF oversee the whole organisation. They arrange funding, appoint the IASB, IFRSIC 
and IFRSAC, and set the agenda for the IASB. The aims of the IFRSF are: 

• to develop a single set ot high quality global accounting standards, 

• to promote the use of these standards, and 

• to bring about convergence of national and international accounting standards. 

IASB International Accounting Standards Board 

The IASB develops and issues International Financial Reporting Standards in its own right. It reports to the 
IFRSF. Members of the IASB are appointed for their technical competence and independence. 
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IFRSIC IFRS Interpretations Committee 

IFRSIC provides rapid guidance on accounting issues where divergent or unacceptable treatments are likely 
to arise. It reports to the IASB. Membership of IFRSIC is drawn from a diverse range of geographical and 
professional backgrounds. 

IFRSAC IFRS Advisory Council 

The IFRSAC provides a forum for organisations or individuals to take part in the standard setting process. It 
advises the IASB on agenda decisions, priorities, and its views on standard setting projects. Membership is 
drawn from a diverse range of geographical and professional backgrounds. 

Advisory Committees 

These are set up to advise the IASB on specific issues. 
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The IASB, IFRSAC and advisory committees draw heavily on personnel from national bodies. In return, many 
national standard setters incorporate IFRS's into their own accounting standards. 

(bj Setting, enforcing and supplementing standards 

Setting standards 

The IFRS Foundation sets the agenda for producing accounting standards, but the IASB produces and issues 
these standards. The process is as follows: 

1 The IFRS Foundation, taking into account advice from the IFRSAC and others, identifies an issue 
requiring a financial reporting standard. 

2 The IASB sets up an Advisory Committee to investigate the issue and report back to the IASB. 

3 The IASB issues a Discussion Paper tor public comment. 

4 The IASB issues an Exposure Draft; comments must be received within ninety days. 

5 The IASB issues an International Financial Reporting Standard on the internet. An IFRS must be 
approved by 8 of the 1 5 members of the IASB. 

Public discussion is encouraged. The basis of conclusions tor EDs and IFRSs are published, along with 
dissenting opinions. Most meetings of the IASB, IFRSIC and IFRSAC are open to the public, and they are 
exploring ways of using technology to make public access easier globally. 

Enforcing standards 

The IASB has no legal power to enforce adoption or compliance with standards, but enforcement of a sort is 
achieved (more or less successfully) in a number of ways: 

« Quoted companies within the European Union must comply with IFRSs, but it is up to each member 

state to police compliance. Some countries have a formal process to review published financial 
statements and punish non-compliance (tor example the Financial Reporting Review Panel in the 
UK), but this is not universal. To a certain extent the onus is on the auditors to police compliance, but 
auditing standards themselves are not globally consistent. 

* Companies using IFRS to obtain cross-border listings are required to have their financial statements 
audited in accordance with International Auditing Standards. This will help to ensure that these 
companies are complying with IFRS. 

* Many countries are bringing their own standards into line with IFRSs, but again policing of national 
standards is inconsistent. 

Supplementing standards 

The IFRSIC issues interpretations when divergent or unacceptable accounting treatments arise, whether 
through misinterpreting an existing standard or on an important issue not yet covered by a standard. 
Financial statements must comply with all of these interpretations if they claim to comply with International 
Financial Reporting Standards. 



Answers O^ ^J . 



IWMCttaft 



Has the move towards global accounting standards been successful? 

On a practical level the move towards global accounting standards has been one of the accounting 
successes of the last decade. The standards themselves have improved, with the elimination of contradictory 
alternatives and the creation of an open and independent standard setting organisation. This in turn has led 
to greater acceptance of these standards, culminating in 2005 with the adoption of IFRS for consolidated 
financial statements by all quoted companies in the European Union and in many other countries. The on- 
going project with the International Organisation of Securities Commissions will encourage the use of IFRS 
for cross-border listings, paving the way for acceptance of IFRS in the USA. 

However, as mentioned earlier, there is no global system of enforcement, and so it is too early to say if IFRS 
are being adopted properly. 

Some countries with their own highly developed accounting standards see the adoption of IFRS as a 
backward step, whereas other countries see IFRS as unnecessarily complicated. 

There is also the assumption that the globalisation of accounting standards is a good thing. Recent 
developments in IFRS have focussed on quoted companies in the western world; they may not be suitable 
for all types and sizes of business organisation, or for all stages of economic development. 



6 Winger 



Text reference. Chapter 3. 

Top tips. As with consolidated accounts questions, a question on the preparation of a single company's accounts 
needs a methodical approach. Lay out protormas and till the numbers in gradually by systematically working 
through the question. 

(a) WINGER 

INCOME STATEMENT FOR THE YEAR ENDED 31 MARCH 20X1 

SUDD 

Sales revenues (358,450 27,000) 331,450 

Cost of sales (W1) (208,550 ) 

Gross profit 122,900 

Distribution expenses (28,700) 

Arlminlctratlnn ovnoneee MR firifYi 



luoo *ji ■ auai iuvi 11 1 ic ml ui i cQ&ai l<ii pi vjcul 

Finance cost (W3) 






hWfVWJ 

(11,200) 


Profit before tax 






53,000 


Income tax (15,000 2,200) 






(12,800) 


Profit for the year 






40,200 


STATEMENT OF CHANGES IN EQUITY 










Share capital 


Retained earnings 


Total 




$000 


$'000 


$'000 


Opening 


150,000 


101,600* 


251,600 


Dividends paid 


- 


(12,000) 


(12,000) 


Total comprehensive income for the year 


- 


40,200 

4 29 ,300 


40,200 


Closing 


150,000 


279. BOD 



* Opening retained earnings 

$71 ,600 from the trial balance, plus $30,000 from the revaluation surplus. 



Iiiim fan 



Answers 



(b) STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X1 

Assets 

Property, plant and equipment 
Property (200,000 - 6,000 (W2)) 
Plant and equipment (W4) 

Current assets 

Inventories (28,240 + 22,500 (W1)) 

Trade receivables (55,000-27,000 (W1)) 



> 000 



50,740 
28.000 



> 000 



194,000 
160,000 
354,000 



Total assets 443,400 

Equity and liabilities 

Equity 

Equity shares 25c each 1 50,000 

Retained earnings (see (a)) 129,800 

279,800 

Non -current liabilities 

Leasing liabilities (W5) 47,200 

8% loan notes 50,000 

97,200 
Current liabilities 

Trade and other accounts payable (W6) 51 ,400 

Income tax 15,000 

66,400 
Total equity and liabilities 443,400 

Workings 

1 Cost of sales $000 

Per question 185,050 

Less sale/return goods (27,000 x 1 00/120) (22,500) 

Ad d d e prec iatio n ( W2 J 46,000 

206,550 

2 Depreciation $000 

Building (100,000 ^50) 2,000 

Heating system (20,000 ^ 1 0) 2,000 

Lifts (30,000 + 15) 2.000 

6,000 
Leased plant ( 80, 000 x 20% ) 1 6,000 

Owned plant (1 54,800 - 34,800) * 20% 24,000 

46,000 

3 Finance costs $000 

Loan interest (50,000 * 8%) 4,000 

Finance lease (80,000 - 20,000) * 1 2% 7,200 

11,200 

4 Plant and equipment $000 

Cost: owned plant 154,800 

leased plant 80,000 

oru. arm 



1 60,000 



Answers 



LlMJOCtaH 



5 Leasing liabilities $'000 

Total capital due 80,000 

Less amount paid (20,000 ) 

60,000 
Add accrued interest (60,000 * 1 2%) 7,200 

Total creditor 67,200 

Due within one year 20,000 

Due after one year 47,200 

6 Trade and other payables $'000 

Trial balance 29,400 

Lease creditor (W5) 20,000 

Ace rued loan i nterest (4 , 000 - 2,000) 2,000 

51,400 

(c) Companies often used to justify the non-depreciation of buildings on several grounds, including: 

(i) That the current value of the buildings was higher than cost. 

(ii) That the level of maintenance meant that no deterioration or consumption had taken place. 

(iii) That the depreciation charge would not be material. 

However, IAS 16 requires the depreciable amount cf an asset to be charged against profit over its useful 
life. Using the cost model, the depreciable amount is obtained by comparing the cost of the asset with its 
estimated residual value at the end of its useful life. By requiring the residual value to be estimated at 
current prices, the standard removes any potential inflationary effects which would otherwise increase the 
residual value and hence reduce, even to zero, the depreciable amount. This overcomes the argument that 
high residual values remove the need for depreciation, unless the value of a second-hand asset has greater 
value than the same asset new - an unlikely proposition. 

The argument regarding immateriality of the depreciation charge because of a long economic lite may have 
some valid itv_ Althouah it is not addressed direct Iv bv IAS 1 6. accountina standards aenerallv onlv aoDlv to 



to be provided against the asset. Over time, this latter amount would inevitably become material and the 
long life' argument would cease to hold. 

Thus,, Winger's previous policy was not appropriate and the change to depreciate assets was necessary to 
comply with IAS 16. 

The directors' treatment of the deferred development expenditure is also incorrect. It needs to be written off 
because its value has become impaired due to adverse legislation, not a change ot accounting policy. It 

now has no effective value. There has therefore not been a change of accounting policy, so it cannot be 
treated as a prior period adjustment. It must be written off to the income statement. 



7 Harrington 



Text reference. Chapter 3. 

Top tips. There is a lot to get through in this question. Don't be put off by the fact that you are not working from a 
trial balance. Work through the adjustments methodically, but keep an eye on the time. Make sure that you attempt 
all three statements. 

Easy marks. If you work methodically through the information, there are marks available in all three statements 
which require minimal calculation - especially the statement of changes in equity. 

Examiner's comments. Most candidates answered this question well. However many candidates ignored part (b). 



Iiiii— It in 



Marking scheme 



Marks 



(a) Restated statement of comprehensive income 
Sales revenue 



Investment income 

Loan interest 

Income tax 

Other comprehensive income 



(b) Statement ot changes in equity 
Brought forward figures 
Rights issue 

(restated) profit for the financial year 
Surplus on land and buildings 
Transfer to retained earnings 
Dividend paid 



(c) Statement of financial position 
Land and buildings 
Plant 

Investments 

Inventory and trade receivables 
Bank and trade payables 
Accrued loan interest 
Current tax 
1 0% loan note 
Deterred tax 

Share capital and premium 
Revaluation surplus 
Retained earnings 





1 




1 




2 




1 


Available 


11 


Maximum 


a 




1 




1 




1 




2 




1 




1 


Available 


7 


Maximum 


6 



Available 

Maximum 

Maximum for question 



(a) STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDI NG 31 MARCH 20X5 

Revenue {13,700 - 300 proceeds) 

Cost of sales (W1) 

Gross profit 

Investment income ($1. 2m x 10%) 

Operating expenses 



12 
10 

2b 



$'000 
13,400 

{8,910) 
4,490 
120 
(2,400) 







laxation (W&) 










(38&) 






Profit for the year 










1,775 






Other comprehensive income: 
















Revaluation gain on property (W4) 
Total comprehensive income for the year 








1,800 




3,575 




Answers 














(b) 


STATEMENT OF CHANGES IN EQUITY FOR THE YEAR ENDING 31 MARCH 20X5 










Share 


Share 


Revaluation 


Retained 










Capital 


Premium 


surplus 


Earnings 


Total 








$000 


$000 


$000 


$'000 


$'000 






At 1 April 20X4 (W6) 


1,6O0 


40 


- 


2.990 


4,630 






Share issue (W6) 


400 


560 


- 


- 


960 






Dividends paid 


_ 


_ 


_ 


[500] 


(500) 






Total comprehensive 
















income for the year 






1,800 


1,775 


3,575 






Transfer to retained earnings 


- 


- 


(80) 


80 


- 






At 31 March 20X5 


2,000 


!m 


1,720 


4,345 


8,665 




(cj 


STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X5 






















$'000 






Assets 
















Non-current assets 
















Property, plant and equipment (W4) 








8,060 






Investments ($ 1.2m x 110%) 










1,320 

9,380 






Current assets 
















Inventories 










1,750 






Trade receivables 










2,450 






Bank 










350 

4,550 






Total assets 










13,930 






Equity and liabilities 














bnare premium 


fc>UU 




Revaluation surplus 


1,720 




Retained earnings 


4,345 
8,665 




Non-current liabilities 






Loan note 


500 




Deferred tax ($1 .4 m x 25%) 


350 

850 




Current liabilities 






Trade payables 


4,130 




Accrued loan note interest ($50 m charged - $25 m paid) 


25 




Income Tax 


260 
4,415 




Total equity and liabilities 


13,930 




Workings 






1 Cost of sales 


$'000 




From question 


9,200 




Less: profit on disposal (W2) 


(30) 




Less: capitalisation (W3) 


(1.000) 




Add: depreciation (W4) 


740 






8,910 




2 Disposal 


$'000 




Proceeds (transferred from sales) 


300 




Carrying value (900 -630) 


1270) 




Profit on disposal 


30 




8>' 


Imwi 




iuaaaglhni 






3 Capitalisation 


$000 




Total costs incurred (1 50+800+65420) 


1,035 




Less: rectification costs (10+25) 


(35) 

1 nnn 





Cost 


Opening 
Additions 


Land 
$'000 
1,000 


m 


Buildings 
$'000 
4,000 
1,000 




Plant 
$000 
5,200 


Total 
$000 




Disposals 

Revaluation 

Closing 


200 
1,200 




800 
5,800 


A'2 


(900) 
4,300 




Depreciation 


Opening 

Charge 

Disposals 

Revaluation 

Closing 


- 




800 
290 

(800) 
290 

5,510 


,V2 


3,130 

450 
(630) 






- 


2,950 

1,350 




Carrying value 


1,200 


8,060 


Total revaluation 200 
Total depreciation 290 


t 800 + 800 = $1,800,000 
t 450 = $740,000 









Buildings 

Revaluation of building excludes the addition during the year. 

Depreciation: $5.8m/20 years = $290,000 

Excess depreciation on revaluation 











$000 


Revalued depreciation 




$4.8m/20years 




240 


Historic cost depreciation 




$3.2m/20 years 




160 


Excess 








_80 


Depreciation on plant 








$000 


Cost 








4,300 


Cumulative depreciation 




(3,130-630) 




(2,500) 


Balance 








1,8O0 


25% depreciation 








450 


Income tax 






$000 


$000 


Estimate for current year 




(current liability) 




260 


Under-provision for prior yea 


r 






55 


Deferred tax 










Provision required ($1.4m x 


25%) 


(non-current liability) 


350 




Opening provision 






(280) 




Increase 








/O 



Answtn 



IiMWcttm 



Share issue 

The 1 tor 4 rights issue means that there are five shares in issue at the year-end for every four in 
issue at the start. Therefore the opening capital must have been $2m x */ fi = $1 .6m. 

Capital Premium 
$'000 $'000 

Opening balance 

6.4m shares @ 25 cents each 1,600 40 

1 for 4 rights issue at 60 cents 

Capital: 1 .6 m shares @ 25 cents 400 

Premium: 1 .6 m shares @ 35 cents 560 

2,000 600 

(The opening share premium is a balancing figure.) 



8 Llama 



Text references. Chapters 3, 4 and 18. 

Top tips. The main part of the workings here involves property, plant and equipment. You must set this working out 
carefully and remember that the cost of manufacturing the plant which is now being capitalised must be credited 
back to cost ot sales. 

Easy marks. The income statement and statement of financial position were easy marks apart from the property. 



txaminer s comments. Most candidates aid wen on tms question, uommon errors were: 

• confusion overtiming of the revaluation. A year's depreciation should have been deducted before the 
adjustment. 

• reducing cost of sales by closing inventory 

• basing finance costs on the loan on nominal rate of 2% rather than effective interest rate ot 6% 

• incorrect tax calculation 



Marking scheme 



(a) Statement of comprehensive income 
Revenue 

Cost of sales 

Distribution costs and administrative expenses 

Investment income and gain on investment 

Finance costs 

Tax 

Revaluation loss 

(b) Statement of financial position 
Property, plant and equipment 
Investments 

Current assets 
Equity shares 
Share premium 
Revaluation surplus 
Retained earnings 
2% loan notes 



E^ 



Marks 



3 

y? 



m 



Answers 



Trade payables and overdraft 1 

Income tax provision >? 

13 

Earnings per share 

Calculation of theoretical ex rights value 1 

Weighted average number of shares 1 

Earnings and calculation of eps _1_ 

3 
Total for question 25 



LLAMA: STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 30 SEPTEMBER 20X7 

$000 

Revenue 180,400 

Cost of sales (W1) (81,700) 

Gross profit 98,700 

I nvestm e nt i ncome 2,200 

Gain on fair val ue of investments (2 7,1 00 - 26 , 500) 600 

D istri bution costs (W1 ) ( 1 2,000) 

Administrative expenses (W1) (13,500) 

Finance costs (W4) (2,400 ) 

Profit before tax 73,600 

Income tax expense (W5) (17,100) 

Profit for the year 56,500 
Other comprehensive income: 

Revaluation loss on building (3,000 ) 

Total comprehensive income for the year 53,500 



(b) LLAMA: STATEMENT OF FINANCIAL POSITION AT 30 SEPTEMBER 20X7 



t'OOO 



Non-current assets 

Property, plant and equipment (W2) 228,500 

Investments 27,100 

255,600 
Current assets 

Inventory 37,900 

Trade receivables 35,100 

73,000 

Total assets 328,600 
Equity and liabilities 
Equity 

Equity sha res of 50c each ( W3) 7 5,000 

Share premium (30,000 x 30c (W3)) 9,000 













177,000 




Non-current liabilities 












2% Loan note (W4) 








81,600 




Deferred tax 








10,000 

91,600 




Current liabilities 












Trade payables 








34,700 




Income tax payable 








18,700 




Overdraft 








6,600 
60,000 




Total equity and liabilities 








328,600 


mu 


Answers 








i m H 




Workings 












1 Expenses 






Distribution 


Administrative 








Cost of sales 


costs 


expenses 








$'000 


$'000 


$'000 




Per question 




89,200 


11,000 


12,500 




Plant capitalised 




(24,000) 








Depreciation- buildings 












(60%/20%/20%) 




3,000 


1,000 


1,000 




Depreciation - plant (W2) 




12,000 








Depreciation plant addition (W2) 




1,500 
81 ,700 


- 


- 




12,000 


13,500 




2 Property, plant and equipment 














Land 


Buildings 


Plant 


Total 






$000 


$'000 


$'000 


$000 




Cost 












1 October 2006 


30,000 


100,000 


128,000 


258,000 




Additions* 






24,000 


24,000 




Revaluation loss (95m - 92m) 


- 


(3,000) 




(3,000) 





i October 2006 

Current year chg (1 00m/20) 

On plant 1.10.06 

({128m- 32m) * 12.5%) 
On addition (24m x 12.5% ■< 6/12) 

Carrying value 




5,000 


32,000 

12,000 

1,500 

45,500 

106,500 


32,000 
5,000 

12,000 

1,500 
50,500 

228,500 






— 


5,000 
92,000 




30,000 




* Note that all of the expenses originally charged to cost of sales in respect of the plant addition are 
now capitalised, giving a total amount of $24m. 




3 


Share issue 

50c shares at 1.1 0.X6 

1 for 4 issue 

Shares at 30.9X7 

Receipt from rights issue (30,000 x 80c) 

CR Share capital (30,000 x 50c) 

CR Share premium (30,000 >; 30c) 








Shares 
120,000 

30,000 
150,000 
$24,000 
$15,000 

$ 9,000 




•1 


Finance costs 

2% loan note proceeds 
Interest (6% * 6/12) 
Interest paid 
Balance at 30. 9.X7 








$'000 
80,000 

2,400 

(800) 

81,600 




-j 


Taxation 

Charge for year 

Prior year overprovision 

Movement in deferred tax ((40m x 25%) - 

Income statement charge 


-11,200) 






$'000 

18,700 

(400) 

(1 ,200) 

17,100 














Answtrs 


" 



(c) EARNINGS PER SHARE FOR THE YEAR ENDED 30 SEPTEMBER 20X7 

Theoretical ex-rights price 

$ 

4 shares at $1 4.00 
1 share at 80c 0.80 

5 shares 4.80 

Theoretical ex-rights price is therefore 4.80/5 = 96c 

Weighted average number of shares 
Date Shares 

30.6.X7 120,000 

30.9.X7 150,000 



Months 


Bonus fraction 


Weighted average 


9/1 2 


100/96 


93,750 


3/12 




37,500 



1 31 .250 



EPS = 56,500/ 131,250 = 43c 

9 Tadeon 



Top lips. Start by working through (i) to (v). Read each requirement twice and then do neat workings which the 

marker can read. If you cannot do one of these, leave it. 

Easy marks. The actual financial statements were easy once you had worked through the issues which needed to be 

brought in. You may have had trouble with the deferred tax but the depreciation and suspense account workings 

were easy. Don't spend time on any issues which you don't understand or can't do, just move on. 

Examiner's comments. This style of question has been asked frequently in the past. It is a popular question which 

candidates tend to find time consuming, but do score well on. Common errors involved incorrect depreciation on 

the revaluated property and problems dealing with the lease, the loan and the deferred tax. 



Marking scheme 



Marks 



(a) Statement ot comprehensive income 

Revenue 1 

Cost of sales 1 

Operating expenses 1 

Investment income 1 

Finance costs 2 

Income tax expense 3 

Other comprehensive income 1 

Available 10 

Maximum B 



f-L~j..^ m . nn -L H 4.(u n « n ^i « *.«.» ;«.«. 







i nvesimem 






i 






1 nventory and trade receivables 






1 






Share capital and premium 






3 






Revaluation surplus 






2 






Retained earnings (including 1 mark for the dividend) 






2 






Loan note 






2 






Deferred tax 






1 






Lease obligation (1 tor current, 1 for long-term) 






2 






Trade payables and overdraft 






1 






Accrued lease finance costs 






1 






Income tax payable 




Available 
Maximum 


1 
20 

17 








Maximum 


for question 


25 


- 


Imnii 






luwacttan 




(a) 


TADEON 












STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 30 SL 'EMBL i 2JXt= 














$'000 






Revenue 






277,800 






Cost of sales (1 18,000 * 26,000 (W1 )) 






(144,000) 






Gross profit 






133,800 






Investment income 






2,000 






Operating expenses (40,000 + 1,200 (W3)) 






(41,200) 






Finance cost (2,750 (W2) + 1,500 (W3)) 






(4,250) 






Profit before tax 






90,350 






Income tax expense (W5) 






(36,800) 






Profit for the year 






53,550 






Other comprehensive income: 












Revaluation gain on leasehold property (20,000 - 4,000 deferred 


tax) 




16,000 






Total comprehensive income for the year 






69,550 




(b) 


TADEON 









Non-current assets 

Property, pla nt and equ ip merit { W1 ) 299 ,000 

Investments 42,000 

341 ,000 
Current assets 

Inventories 33,300 

Trade receivables 53,500 

86,800 
Total assets 427,800 

Equity and liabilities 
Equity 

Equity shares (1 50,000 + 50, 000 (W6) ) 200 ,000 

Share p re m iu m (W6) 28 ,000 

Revaluation surplus (20,000 {W4) - 4,000 (W5)) 1 6,000 

Retained earnings (1 8,600 + 53,550 - 30,000 (W6)) 42,1 50 

286,150 
Non-current liabilities 

Amount due under finance lease (W3) 1 0,500 

Loan note (W2) 51750 

Deferred tax (W5) 14,800 

77,050 
Current liabilities 

Amount due under finance lease (W3) 6000 

Trade payables 18,700 

Income tax payable 38,000 

Overdraft 1,900 

64,600 
Total equity and liabilities 427,800 



^Mj 



Answtrs 













Workings 










1 Property, plant and equipment 












Property 


Plant & equipment 


Vehicle 


Total 




$'000 


$'000 


S'OOO 


$000 


Cost 


225,000 


181,000 




406,000 


Accumulated depreciation 


(36,000) 


(85,000) 




(121,000) 


Addition 






20,000 


20,000 


Current year depreciation 


(9,000) 


(12,000) 


(5,000) 


(26,000) 


Revaluation (W4) 


20,000 
200,000 


- 


- 


20,000 
299,000 




84,000 


15,000 


2 Loan note 








$000 


Proceeds 








50,000 


Interest @ 5.5% 








2,750 


Interest paid 








(1,000) 


Carrying value 








51,750 


3 Finance tease 








$000 


Fair value of asset 








20,000 


Deposit paid 








(5,000) 
15,000 


Interest to 30 September 20X6 








1,500 


Balance at 1 October 20X6 








16,500 


Amount due within one year 








(6,000) 


Amount due after one year 








10,500 


Therefore $1 .2m is charged to c 


perating lease rentals and $1 .5m to finance costs on 


the finance 


lease. 










4 Revaluation 








$000 


Carrying value of leasehold at 1 October 20X5 






189,000 


Depreciation to 30 September 20X6 (225,000{W1 )/25) 




(9,000) 










180,000 


Revaluation 








20,000 


Carrying value at 30 September 


20X6 






200,000 



Answers 



Income tax expense 

$000 

Current year tax charge 38,000 

Transfer fro m d ef erred tax ( (54 ,000 x 20%) - 1 2,000) (1,200) 

I nco me stateme nt c ha rge 36,800 

Deferred tax balance (74,000 x 20%) 14,800 

Note 

Deferred tax on revaluation (20,000 ■< 20%) charged to revaluation surplus 4,000 

Suspense account 

$000 

Dividend paid (750m shares @ 80c x 5%) (30,000) 

Rights issue - shares (250m >. 20c) 50,000 

Rights issue - premium (250m x 1 2c) 30,000 

Issue costs -to share premium account (2,000 ) 

Balance on suspense account 48,000 

Net amount to share premium (30,000 - 2,000) 28,000 



10Wellmay 



Text reference. Chapter 3. 

Top tips. There is a lotto do in this question - an income statement, statement of financial position and statement 
of changes in equity. The complications were the maturing goods and the convertible loan. It was important to do 
really clear workings so that the marker could see where you had used the correct method. 

Easy marks. You may have had trouble with the maturing goods and the convertible loan, but there were still easy 
marks to be gained on property, plant and equipment, deterred tax and the bonus issue. The statement of changes 
in equity was six relatively easy marks. 

Examiner's comments. Most candidates attempting this question did well, picking up good marks even if they did 
not fully understand all the issues or were not able to complete all the parts. A number of candidates laid out very 
elaborate journal entries for the adjustments but failed to follow them through to the financial statements. 



Marking scheme 



Income statement: 

Revenue 

Cost of sales 

Operating expenses 

Rental income 

Loss of investment property {in income statement) 

Finance costs 

Income tax 

Statement ot other comprehensive income 

Changes in equity: 

Balances b/f 

Equity option 

Bonus issue 

Revaluation 

Total comprehensive income tor the year 

Dividends 

Statement ot financial position: 

Property, plant and equipment 

Investment property 

Current assets (re inventory) 

Deterred tax 

8% loan note 

Loan from Westwood 

Current liabilities 



Available 
Total for question 



Marks 

1 
2 
1 
1 
1 
2 
1 
3 



1 
1 
1 
1 
1 
1 

2 
1 
1 
1 

2 

2 

1 

28 

2b 



£>' 
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WELLMAY: STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 31 MAY 20X7 












$000 




Revenue (4,200 -5O0(W1)) 








3.700 




Cost of sales (W2) 








(2,417) 




Gross profit 








1.283 




Operating expenses (470+8 (W2)) 








(476) 




Investment property rental income 








20 




Fair value loss on investment property 








(25) 




Finance costs (W5) 








(113) 




Profit before taxation 








687 




Income tax expense (360 + 30 (W6)) 








(390) 




Profit for the year 








297 




Other comprehensive income: 












Revaluation gain on factory (W3) 








190 




Total comprehensive income for the year 








487 




WELLMAY: STATEMENT OF CHANGES IN EQUITY 










FOR THE YEAR ENDED 31 MARCH 20X7 














Share 


Equity 


Revaluation 


Retained 


Total 




capital 


option 
$000 


surplus 


earnings 
$000 






$000 


$'000 


$000 


Balance at 1 April 20X6 


1,200 




350 


2,615 


4,165 


Dividend paid 








(400) 


(400) 


Bonus issue (W7) 


300 






(300) 




Equity element of loan note (W4) 




40 






40 


Total comprehensive income for the year 






190 


297 


487 




1,500 


40 


540 


2,212 


4,292 


WELLMAY: STATEMENT OF FINANCIAL POSITION AT 31 MARCH 20X7 


















$'000 


Assets 












Non -current assets 












Property, plant and equipment (W3) 










4,390 


Investment property 










375 

4,765 





Equity and liabilities 












Equity 












Equity shares 50c (1,200 + 300 (W7J) 








1,500 




Equity share option (W4) 








40 




Revaluation surplus (350 + 190 (W3)) 








540 




Retained earnings (as above) 








2,212 
4,292 




Non -current liabilities 












Deferred tax (W6) 








210 




8% loan note (W4> 








568 
778 




Current liabilities 












As per draft financial statements 








820 




Reversal of contingency provision 








(75) 




Loan from Westwood 








500 




Interest at 10% (W5) 








50 

1,295 




Total equity and liabilities 








6,365 


■a 


Answers 












Workings 












1 Maturing goods 












In substance, the goods have acted as security for a 2 year loan at 1 0% 


per annum. The sale should 




therefore be de recognised. The 


journal 


to correct this is: 


DR 
$'000 


CR 

$'000 




Revenue 






500 






Cost of sales 








200 




Loan payable 








500 



Inventory 200 

750 750 

Note that as the loan is repayable within 12 months it will be classified undercurrent liabilities. 

Cost of sales 

$'000 
Per draft financial statements 2,700 
Adjustment re maturing goods (W1) (200) 
Less co nti nge nt costs (75) 
Depreciation on office accommodation (40 x 20% (note (Hi)) {§) 

2,417 

Property, plant and equipment 

$'000 

As per draft financial statements 4,200 

Revaluation gain on factory {1 ,350 - (1 ,200 - 40)) 1 90 

4,390 

Convertible loan 

This needs to be split into liability and equity components. The effective interest rate is 10%. 

Liability component: 

Payable at end of year: 

$'000 
1 (48x0.91) 43.6 

2(48x0.83) 39.8 

3 (48 x 0.75) 36.0 

4 ((600 * 48) x 0.68) 440.6 

560.0 
Equity component 40.0 

6Q0.0 

The interest to be charged for this first year is therefore $560,000 * 10% and the carrying value of the loan 
will be: 

$'000 
Liability component 560 

Interest at 10% 56 

Instalment paid (48) 

568 

$48,000 has already been charged to finance costs, so an additional $8,000 needs to be charged. 

Finance costs 

$000 
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Deferred tax 

$'000 
Deferred tax balance ($600,000 x 35%) 210 

Less balance per draft financial statements (180 ) 

Addition to tax charge 30 

Sonus shares 

$'000 
Share capital per draft financial statements 1 .200 

1 for 4 issue (1,200/4) 300 



11 Dexon 



Text references. Chapters 3, 7, 17. 

Top tips. It is important to read a question like this carefully. You need to adjust back for the rights issue in order to 
work out what the dividend payments were. It is also important to notice that the land and buildings need to be 
adjusted for current year depreciation before the revaluation surplus can be calculated. 

Easy marks. This was not an easy question and you would have been unlikely to get it all done. However, easy 
marks were available tor the depreciation calculations and accounting tor current tax. 

Examiner's comments. The recalculation of profit was quite well done by those who knew how to do it. The most 
common errors were: 

- failing to add dividends back to the retained earnings 

adjusting tor sales revenue rather than profit on goods on S0R 
treating the revaluation as having taken place at the beginning of the year 
not taking part of the deferred tax increase to the revaluation surplus. 

These errors were then carried forward to the S0CIE and SFP. 











MarKs 


(a) 


Adjustments 
Add back dividends 
Balance of fraud loss 
Goods on sale or return 
Depreciation charges 
Investment gain 
Taxation provision 
Deferred tax 






1 
1 
1 
2 
1 
1 
1 
6 


(b) 


Statement of changes in 


equity 






Balances b/Y 






1 




Restated earnings b/f 






1 




Rights issue 






2 




Total comprehensive income 




3 




Dividends paid 






1 
8 


(c) 


Statement of financial position 






Property 






1 




Plant 






1 




Investment 






1 




Inventory 






1 




Trade receivables 






2 




Equity from (b) 






1 


imnn 










Deferred tax 






1 




Current liabilities 






1 

9 

25 








Total for question 


(a) 


Draft retained profit 




$'000 


$000 
96,700 



Profit on goods on sale or return (2,600 * 30/130) 
Depreciation: 



(600) 



(b) 



Buildings {165,000/1 5) 






11,000 




Plant (180,500x20%) 






36,100 


(47,100) 


Gain on investment (W3) 








1,000 


Current year fraud loss 








(2,500) 


Increase in deferred tax provisior 


(W5) 






(800) 


Current year tax 








(11,400) 
50,800 


DEXON - STATEMENT OF CHANGES IN EQUITY FOR THE YEAR ENDED 31 MARCH 20X8 






Share 


Share 


Revaluation Retained 






capital 


premium 


surplus earnings 


Total equity 




$000 


$'000 


$'000 $000 


$000 


At 1 April 20X7 


200,000 


30,000 


18,000 12,300 


260,300 


Prior period adjustment 


_ 





(1,500) 


(1,5O0) 


Restated balance 


200,000 


30,000 


18,000 10,800 


258,800 


Share issue 


50,000 


10,000 




60,000 


Dividends paid 






(15,500) 


(15,500) 


Total comprehensive income 










tor the year 


- 


- 


4,800 * 50,800 
22,800 46,100 


55,600 


At 31 March 20X8 


250,000 


40,000 


358,900 


* Revaluation surplus: 










Land and buildings at 31 March 20X7 




185,000 




Depreciation (165,000/ 15) 






(11,000) 
174,000 




Valuation at 31 March 20X8 






180,000 




Surplus 






6,000 




Deferred tax provision (6,000 >; 20%) 




(1 ,200) 




Net surpl js 






4,800 




DEXON - STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X8 










$'000 $'000 




Non-current assets 










Property (W1) 






180,000 




Plant (W1) 






144,400 




Investments (W3) 






13,500 
337,900 




Current assets 










Inventory (84,000 + 2,000 (W2)) 






86,000 




Trade receivables (W7) 






45,600 





Total assets 






473,300 




f&; 








Answers 
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Equity and liabilities 








\ 


Share capital 






250,000 




Share premium 






40,000 




Revaluation surplus 






22,800 




Retained earnings 






46,100 




Total equity 






358,900 




Non-current liabilities 










Deferred tax (19,200 + 2,000 (W5)) 






21,200 




Current liabilities 










As per draft SFP 




81,800 






Tax payable 




11,400 


93,200 




Total equity and liabilities 






473,300 




Workings 










1 Property, plant and equipment 










Land 


Buildings 


Plant 


Total 




$'000 


$'000 


$'000 


$'000 




Per question 20,000 


165,000 


180,500 


365,500 




Depreciation 


(11,000) 


(36,100) 


(47,100) 




20,000 


154,000 


144,400 


318,400 




Revaluation 


6,000 
160,000 


- 


6,000 
324,400 




Balance c/d 20,000 


144,400 


2 Sale or return 




S'000 


$000 




Cancel sale: 















Record inventories: 

DR Inventories (SOFP) 2,600 x 100/130 

CR Cost of sales (closing inventories) 


2,000 


2,000 






3 


Investments at FV through profit or loss 

FV at year end (1 2,500 x 1 ,296/1 ,200) 

Per draft SOFP 

Gain -to profit or loss 




$000 

13,500 

(12,500) 

1,000 






4 


Fraud 

DR Retained earnings re prior year 
DR Current year profit 
CR Receivables 


$'000 
1,500 
2,500 


$000 
4,000 






5 


Deferred tax 

DR Revaluation surplus (6,000 * 20%) 

DR Income statement (tax charge) (4,000 * 20%) 

CR Deferred tax liability (10,000 >. 20%) 


$'000 


$000 

1,200 

800 

2,000 






6 


Dividends paid 

May 20X7 (200m- x $0.04) 
November 20X7 (250m x $0.03) 

"250m x 4/5 -200m 




8,000 

7,500 

15,500 




Ha 


Answers 






[nw*n 




/ 


hade receivables 

Per draft SFP 
Sale or return 




52,200 
(2,600) 
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Text references. Chapters 3 and 7 

Top tips. There is quite a lot to do in this question, so it is important to tackle it in an organised manner. Get the 
formats down, put in any figures that do not require workings and then start the workings. Getting non-current 
assets done will enable you to fill in quite a few gaps. 

Easy marks. The tricky parts of this question were the development costs and the legal provision. However, there 
were marks available in both the statement of comprehensive income and the SFP for property, plant and 
equipment and even if your final figure for comprehensive income was incorrect, you could have obtained marks for 
presenting it correctly in the statement of changes in equity. 

Examiner's comments. Most candidates were able to produce financial statements from a trial balance but some of 
the adjustments caused problems. Students had difficulties with: 

timing of the revaluation 
treatment of development costs 
reversal of the provision 
the deferred tax adjustment 
treatment of preference shares 



Marking scheme 



Marks 



(a) Statement of comprehensive income: 

revenue 1 

cost of sales 5 

distribution costs & 

administrative expenses 114 

finance costs 1V6 

income tax 1V& 

other comprehensive income 1_ 12 

(b) Statement of changes in equity: 

brought forward figures 1 

dividends 1 

comprehensive income 1 3 

(c) Statement of financial position: 

property, plant and equipment 2 

deferred development costs 2 



deferred tax 






' 


■i 


preference shares 






' 




trade payables 






m 




overdraft 






% 




current tax payable 






j 


10 


Total tor question 








25 


(E^ 








Answers 
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CANDEL 










STATEMENT OF COMPREHENSIVE INCOME FOR E YEAR ENDED 3 J : EPTEMBL ; . KYX 












$'000 


Revenue {300,000 - 2,500 {plant disposal)) 








297,500 


Cost of sales (W1 ) 








(225,400) 


Gross profit 








72,100 


Distribution costs 








(14,500) 


Administrative expenses (W1) 








(21,900) 


Finance costs {1 ,200 (W5) + 200) 








0,400) 


Profit before tax 








34,300 


Income tax expense (W6) 








(11,600) 


Profit for the year 








22,700 


Other comprehensive income: 










Loss on property revaluation (W2) 








(4,500) 


Total comprehensive income for the year 








18,200 


CANDEL 










STATEMENT OF CHANGES IN EQUITY FOR THE YEAR ENDED 30 SEPTEMBER 20X8 






Share 


Retained 


Revaluation 






capital 


earnings 


Surplus 


Total 




$000 


$000 


$'000 


$'000 


Balance at 1 October 20X7 


50,000 


24,500 


10,000 


84,500 


Dividends paid 


- 


(6,000) 


- 


{6,000) 


Trttal rrtrrmrohonciuo in^rima 




OO 7(\C\ 
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STATEMENT OF FINANCIAL POSITION AT 30 SEPTEMBER 20X8 










$000 


$000 




Assets 








Non-current assets 








Property, plant and equipment (W2) 




81,400 




Development expenditure (W3) 




14,800 

96,200 




Current assets 








Inventory 


20,000 






Trade receivables 


43,100 


63,100 




Total assets 




159.300 




Equity and liabilities 








Equity 








Share capital 




50,000 




Retained earnings 




41,200 




Revaluation surplus 




5,500 
96,700 




Non-current liabilities 








Redeemable preference shares (W5) 




20,400 




Deferred tax {5,800 + 200 (W6)j 




6,000 




Current liabilities 








Trade payables 


23,400 






Provision (W4) 


100 






Tax payable 


J 1,100 






Overdraft 


1.300 


36,200 




Total equity and liabilities 




159,300 


- 


Answers 
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CAfxtnatfs 

Per question 
Depreciation: Property 

Plant and equipment 
Loss on plant {4,000 - 2,500) 
Research and development (W3) 
Amortisation (W3) 
Legal claim (W4) 

Property, plant and equipment 

Cost/valuation b/d 
Ace depreciation b/d 

Depn: Property (50,000/20) 

P&E ((52,000-4,000) < 20%) 
Disposal (8,000 - 4,000) 
Revaluation (P) 

Development expenditure 

Cost b/d 

Accumulated amortisation b/d 

Additional expenditure capitalised (800 x 6) 

Amortisation (20,000 ■< 20%) 

Balance c/d 

Charged to cost of sales: 

Research 

Development when criteria not met (800 x 3) 

Amortisation 

Legal claim 

Damages are not probable, therefore not accrued 

- Reverse in admin expenses 

Legal costs should be provided as results from 



Cost of sales 


Distribution 


Admin 


$'000 


$'000 


$000 


204,000 


4,500 


22,200 


2,500 


- 


- 


9,600 


- 


- 


1,500 


- 


- 


3,800 


- 


- 


4,000 


- 


- 


- 


- 


(300) 


225,400 


4,500 


21,900 


Property 


P&E 


Total 


$'000 


$'000 


$000 


50,000 


76,600 




- 


(24,600) 
52,000 




50,000 


102,000 


(2,500) 


- 


(2,500) 


- 


(9,600) 


(9,600) 


- 


(4,000) 


(4,000) 


(4,500) 


— 


(4,500) 


43,000 


38,400 

$'000 
400 


81,400 

$'000 
20,000 
(6,000) 
14,000 

4,800 
(4,000) 
14,800 

1,400 
2,400 
4,000 
7,800 




HAM 


DrAi/icinn 





5 Preference snares ■ Financial liability at amortised cost 




$000 






Financial liability b/d 




20,000 




Effective interest (x 12% x 6/12) 




1.200 




Coupon paid (per TB) (x 8% x 6/12) 




(800) 




Financial liability c/d 




20,400 


Adjustment required: 




$000 


Dr Finance costs 




400 


Cr Financial liability 




400 


The $8O0k coupon paid in the TB is increased to effecth 


/e cost of $1,200 k. 


linn 




fSJy 

ii hi— it in 


cm 


6 Taxes 




$000 


Current tax: 






Dr Income tax expense (income statement) 




11,400 


Cr Current tax payable (SOFP) 




11,400 


Deferred tax: 






Dr Income tax expense (6,000 - 5,800) 




200 


Cr Deferred tax liability 




200 
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Text references. Chapters 3 and 12 










Top lips. This is a relatively straightforward accounts preparation question. Complications are the leasehold 






property, which could be mistaken for an investment property, 


and the construction c 


ontract. Remember that the 






preference shares are treated as debt. 










Easy marks. There are easy marks here on property, plant and equipment, the lease and the sales commission. 






which would all have been worth some marks but were not con 


iplicated. The revenue 


and cost of sales on the 






construction contract were easy. 











« 


• 


Not accounting for commission on the agency 


sales 








• 


« 


Deducting closing inventory from cost of sales 










« 


• 


Treating the revaluation as if it had taken place 


at the beginning of the year 






* 


I 


Confusing the leasehold property with the leased plant 


























Marking scheme 
















Marks 






a) 


Statement ot comprehensive income 

Revenue 

Cost of sales 

Distribution costs 

Administrative expenses 

Finance costs 

Income tax expense 






2 
5 

Vi 

M 

2 
2 

12 




(b) 


Statement ot financial position 

Property, plant and equipment 

Inventory 

Due on construction contract 

Trade receivables 

Bank 

Equity shares 

Retained earnings (1 for dividend) 

Deterred tax 

Finance lease - non-current liability 

Preferences shares 

Trade payables 

Finance lease - current liability 

Current tax payable 






2Vi 
K 

2 
Vt 
Vt 
Vt 

1W 

1 
Vt 

1 

Vi 

1 
1 

13 
25 


- 


Answers 









PRICEWELL : STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 31 MARCH 20X9 

$000 

Revenue (31 0,000 + 22,000 (W4) - 6,400 (W5)) 325,600 

Cost of sales (W1 ) (255,100 ) 

Gross profit 70,500 

Distribution costs (19,500) 

Administrative expenses (27,500) 

Finance costs ( 1 ,246 (W3) + 4,1 60 (W6 ) ) (5,408) 

Prof it before tax 18,092 

Income tax expense (W7) (2,400 ) 

Profit for the year 15,692 

PRICEWELL: STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X9 

$'000 $'000 

Assets 

Non-current assets 
Property, pla nt and equ ip ment ( W2) 66 ,400 

Current assets 

Inventory 28,200 

Amount due from customer on contract (W4) 1 7,1 00 

T rade receivables 33 , 1 00 

Bank 5,500 

83,900 
Total assets 

150 300 

Equity and liabilities 

Equity shares of 50c each 40,000 

Retained earnings (4,900 + 15,692-8,000) 12,592 

52,592 
Non-current liabilities 

Deferred tax 5,600 

Obligation under finance lease (W3J 5,71 6 

Redeemable preference shares (W6) 43,360 

54,676 
Current liabilities 

Trade payables 33,400 

Obligation under finance lease (W3) 5.1 32 

Tax payable (W7) 4,500 

43,032 
Total equity and liabilities 1 50,300 



1 Expenses 






Distribution 


Administrative 






Cosf of sales 


costs 


Expenses 






$'000 




$'000 


$'000 




Per question 


234,500 




19,500 


27,500 




Depreciation (W2) 


15,300 










Reversal of impairment (W2) 


(1,500) 










Construction contract (W4) 


13,200 










Agency sales (W5) 


(6,400) 
255,100 
















Hum 


2 Property, plant and equipment 












Leasehold 


Owned 


Leased 






property 


plant 


plant 


Total 




$'000 


$'000 


$000 


$'000 


B/d per question 


25,200 


46,800 


20,000 


92,000 


Depreciation b/d 


- 


(12,800) 
34,000 


(5,000) 
15,000 


(17,800) 
74,200 




25,200 


Depreciation L/hold (25,200/14 years) 


(1,800) 








Depreciation (34,000 * 25%) 




(8,500) 






Depreciation (20,000 * 25%) 






(5,000) 


(15,300) 


Reversal of impairment loss (p) 


1,500 

24,900 


- 


- 


1,500 
60,400 




25,500 


10,000 


Construction contract plant (8,000 - 2,000 


(W4)) 






6,000 
66,400 


3 Finance lease 










r* ■ 4 j UA ....«.■ 








$000 



Payment 31 .3.X9 ftj.ouuj 

Balance 31 .3.X9 10,848 

Interest to 31 .3.Y0 at 8% 868 

Payme nt d ue 3 1 . 3. Y0 (6,000) 

Balance due - non current liability 5,716 

Current liability (10,848-5,716) 5,132 

10,848 

Construction contract 

$'000 

Contract price 50,000 

Materials to date (12,000) 

Plant (8,000) 

Further costs to complete (10,000 ) 

Profit on contract 20,000 

Profit to date * 20 x 22/50 (44%) = 8,800 

Revenue 22,000 

Cost of sales (30 x 44 % J (13,200 ) 

Profit 8,800 

Amount due from customer: 

Costs to date (12 + plant depreciation (8 x 6m/24m) 1 4,000 

Profit to date 8,800 

P rog ress bil I i n gs (5,700 ) 

17,100 

Sates on commission 

DR CR 

Revenue 6,400 

Cost of sales 6,400 

This leaves commission of $m 1 .6 in revenue. 

Preference shares 

$000 

Balance at 31 3.X8 41,600 

Finance cost 10% 4,160 

Dividend paid (2,400 ) 

Balance at 31 .3.X9 43,360 



Answin 






Income tax 

$'000 
Prior year underprovis ion 700 

Current provision 4,500 

Move ment o n dete rred tax (8 .4 - 5.6) (2,600 ) 

Charge for current year 2,400 



USandown 



Text references Chapters 3, 5 and 14 

Top tips This was a time-pressured question. It was important to deal with it efficiently and not get bogged down. 
The question requirement tells you that there will be some other comprehensive income, so this makes it possible 
to get down the correct proformas and then go straight through the workings. 

Easy marks The difficult issues here were the deferred revenue, the amortisation of the brand for the period after 
the impairment loss and the recycling of the gains on the equity investment to profit or loss. Being given the equity 
element of the convertible loan note may also have confused some students. There were easy marks on PPE, on 
transferring back the dividend and on deferred tax. 

Examiner's comments. A familiar accounts preparation question with a series of adjustments, some of which 
created difficulties. Few candidates correctly calculated the amount of revenue to be deferred. Many candidates 
applied the effective interest rate to the nominal amount of the convertible loan rather than its carrying amount and 
there were some errors in dealing with the investment and the deterred tax. 



Marking scheme 



Marks 

Statement of comprehensive income 

Revenue iV, 

Cost of sales 3 

Distribution costs J4 
Administrative expenses 

Investment income '/j 

P rof it o n sa le of inve stments 2 
Finance costs 







13 




(b) Statement of financial position 








Property, plant and equipment 




2 




Brand 




1 




Investments 




1 




Inventory/trade receivables 




% 




Bank 




% 




Equity shares'equity option 




>/i 




Other equity reserve 




1 




Retained earnings (1 for dividend) 




2 




Deferred tax 




1 




Non-current deferred revenue 




tt 




5% loan note 




1 


Current deterred revenue 




% 


Trade payables/current tax payable 




14 

12 




Total tor question 


25 


LluvsgNull 
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SANDOWN 






STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 30 • _r' _V. ! _K Wl 








$'000 


Revenue {380,000 - 4,000 (W5)) 




376,000 


Cost of sales (W1) 




(265,300) 


Gross profit 




110,700 


Distribution costs 




(17,400) 


Administrative expenses (Wl) 




(33,500) 


Investment income 




1,300 


Profit on sale of investments in equity instruments (W2) 




2,200 


Finance costs {W7) 




(1,475) 


Profit before tax 




56,825 


Income tax expense (16,200 + 2,100-1,500 (W8)) 




(16,800) 


DrA*fi+ "Fat +ho wa-^r 




Art mg. 
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Total comprehensive income for the year 42,525 

SANDOWN 

STATEMENT OF FINANCIAL POSITION AS AT 30 SEPTEMBER 2009 

$'000 $'000 

Non-current assets 

Property, plant and equipment (W3) 67,500 

Intangible asset (W4) 12,500 

Investments in equity instruments (W2) 29,000 

Current assets 109,000 

Inventory 36,000 

Receivables 44,500 

Bank 6,000 

90,500 
Total assets 199,500 

Equity 

Share capital 20c 50,000 

Equity option 2,000 

Other reserve (W2) 7,500 

Retained earnings (26,060 + 40,025 - 1 2,000 (W6)) 54,065 

113,565 

Non-current liabilities 

Deterred tax (W8) 3,900 

Deterred revenue (W5) 2,000 

5% convertible loan note (W7) 18,915 

24,815 
Current liabilities 

Trade payables 42,900 

Deterred revenue (W5) 2,000 

Tax payable 16,200 

61,100 
Total equity and liabilities 199,500 



Answers 



VW 



Workings 

1 Expenses 



Per question 
Depreciation (W3) 
Amortisation (1 ,500 + 2,500 {W4)J 
Impairment loss (W4) 
Dividend transferred (W6) 

2 Investments in equity instruments 

(a) Investment disposed of: 

Proceeds 
Carrying amount 
Gain on disposal 

(b) Remaining investments: 

FV at end of reporting period 

Carrying amount in TB 

Gain - other comprehensive income 

(c) Other reserve 

Balance perTB 
Gain in year (b) 

3 Property, plant and equipment 



Cost 





Cost of sales 


Distribution 


Administrative 




$'000 

246,800 

10,000 

4,000 

4,500 


costs 

$ 000 

17,400 


expenses 

$'000 

50,500 

(12,000) 




265,300 


17,400 


38,500 

$'000 
11,000 
(8,800) 




2,200 








$'000 

29,000 

(26,500) 

2,500 








$'000 
5,000 
2,500 
7,500 


Land 
$'000 
13,000 


Buildings 
$"000 
50,000 


Plant 

$*000 

42,200 


Total 

$'000 

105,200 



Depreciation: 

Building (50,000/50 yrs*) - (1,000) 

Plant (22,500x40%) 

Carrying amount c/d 13,000 41,000 

* $8m depreciation since 2000 = 8 years. Therefore 50-year life. 
4 Intangible asset - brand 

Cost 

Accumulated amortisation b/d 

Amortisation to 1.4.09 (30,000/10 x 6/12) 

Impairment loss 

Recoverable amount (higher of FV less CTS and VIU) 
Amortisation to 30.9.09 (15,000/3 % 6/12) 
Carrying amount at 30.9.09 



Iiiim fan 



(9,000) 
13,500 


(1,000) 
(9,000) 
67,500 




$'000 
30,000 




(9,000) 
21,000 




(1,500) 
19,500 




(4,500) 
15,000 




(2,500) 
12,500 



Answirs 



Deferred revenue 

Per IAS 18 a proportion of the revenue from sales to Pending should be deferred to cover the ongoing 
service and support costs. The costs for the year to 30.9 09 will already have been accounted for, but 
revenue must be deferred to cover the costs for the remaining two years. 

The total amount deferred should include the 40% profit, so will be calculated as: 

$-000 
((1 ,200 x 2) x 100/60) 4,000 

This will be deducted from revenue and split 50:50 between current and non-current liabilities. 



Shares in issue ($50,000 of 20c shares) 250,000 * 

Dividend per share 4.8 cents = $1 2m 

This is added back to administrative expenses and deducted trom retained earnings. 

7 Convertible loan note 

S'000 
Balance per TB 18,440 

Interest paid to 30.9.09 (1 ,000) 

Effective interest (18,440x8%) 1,475 

Balance at 30.9.09 18,915 

Adjustment required: (1 ,475 - 1 ,000) = 475 Dr Finance costs/Cr Convertible loan note 

8 Deferred tax 

$'000 
Balance b/f 5,400 

Ba lance to c/f ( 1 3 m x 30%) (3,900 ) 

Adjustment 1,500 

Dr Deterred tax (SOFP) / Cr Income tax expense 

15 Dune 

Text references. Chapters 3, 4, 12 and 14 

Top tips. As always with these questions, get the formats down first and then work down the trial balance, taking all 

the numbers either to the financial statements or to workings. The complications in this question are a construction 

contract, a financial instrument and a non-current asset (leasehold property) held for sale. Do not confuse a 

leasehold property with a finance lease - a leasehold property is treated in the same way as any other owned asset. 

Easy marks 2 v.? marks were available for revenue. This just required working out how much revenue could be 

recognised on the construction contract and adjusting tor the cut-off error. 3!6 marks were available for the tax 

figures, which just required reading the information carefully and seeing that the deferred tax provision needed to 

be reduced. M marks were available for figures that just needed to be lifted from the TB. Make sure that your 

workings are very clear so that you get credit for whatever you have done correctly. 

Examiner's comments. This was a familiar question of preparing financial statements from a trial balance with 

various adjustments required. These involved a sales 'cut-off' error, use of effective interest rate for a loan, a fair 

valued investment, a property held tor sale, a construction contract and accounting for taxation. The most common 

errors were: 

Errors in adjusting the cost to deal with the cut-off error 

Incorrect treatment of the loan issue costs 

Crediting the gain on the investment to equity 

Failure to depreciate the leasehold property prior to calculating the impairment loss 

The construction contract was often ignored, or workings were done but not then carried across. 
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DUNE 








INCOME STATEMENT FOR THE YEAR ENDED 31 MARCH 2010 


$000 






Revenue (400,000 + 12,000 (W2) - 8,000 (W3)) 


404,000 






Cost of sales (W1) 


(315,700) 






Gross profit 


88,300 






Other income (W5) 


2,700 






Distribution costs 


(26,400) 






Administrative expenses (34,200 - 500 (W6) 


(33,700) 






Finance costs (200 + 1,950 (W6)) 


(2,150) 






Profit before tax 


28,750 






Income tax expense (W7) 


(8,6.00) 






Profit for the year 


19,950 






DUNE 








STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 2010 


$'000 






Assets 








Non-current assets 








Property, plant and equipment (W4) 


46,400 






Investments 


28,000 
74.400 






Current assets 








Inventory 


48,000 






Amount due from customer on construction contract (W2) 


13,400 






Trade receivables (40,700 - 8,000 (W3)) 


32,700 
94,100 





Equity and liabilities 

Share capital - ordinary $1 shares 

Retained earnings (38,400 + 19,950 - 10,000 dividend paid) 






60,000 
48,350 

108,350 




Non-current liabilities 
Deferred tax (W7) 
5% loan notes (WB) 






4,200 
20,450 

24,650 




Current liabilities 

Trade payables 

Bank overdraft 

Tax payable 

Accrual - loan note interest (W6J 

Total equity and liabilities 






52,000 

4,500 

12,000 

500 

69,000 

202,000 
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Answers 




Workings 










1 Expenses 










Per question 

Loan note direct costs 


Cost of sales 
$'000 
294,000 


Distribution costs Admin exps 

$-ooo rooo 

26,400 34,200 
(500) 





Depreciation leasehold property (W4) 

Loss on reclassification of leasehold property (W4J 



1,500 

4,000 



315,700 26.400 

Note: depreciation on the construction contract plant is already included in contract costs. 
Construction contract 



33,700 



Contract price 

Costs to date: 

Per question 

Plant depreciation ((1 2,000 - 3,000) > 

Costs to complete (1 5,000 + (1 2,000 - 
Total costs 
Projected profit 


6/18) 

-3,000 


x 12/18) 


$'000 

(8,000) 
(3,000) 




$'000 
40,000 

(11,000) 

(21,000) 

(32,000) 

8,000 


Revenue to date (40,000 x 30%) 
Costs (32,000x30%) 
Prof it to date 










12,000 

(9,600) 

2,400 


Costs to date 
Prof it to date 

Gross amount due from customers 










11,000 

2,400 

13,400 


Goods sold after year end 












Dr Revenje ($6m x 100/75) 
Cr Receivables 






$-000 
S'OOO 




$'000 
8,000 


Property, plant and equipment 




Plant and 


Contract 


Leaseholc 


Total 


Cost 
Additions 




equipment 
$'000 
67,500 


plant 
$'000 

12,000 
12,000 


property 
$'000 
45,000 


rooo 

112.500 

12,000 


Balance at 31 March 2010 


67,500 


45,000 


124,500 


Depreciation b/f 
Charge for year: 
(67,500- 23,500) x 15% 




23,500 
6,600 




6,000 


29,500 



M ftrtA _-J fWVtt v fittO 
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loss on reciassiTicaiion: 
(37,500 -((40,000x85%) -500) 

Transfer to held for sale 
Carrying amount 31 March 2010 

IM 


_ 


_ 


4,000 

11,500 

{33,500) 


4,000 

{44,600) 
{33.500) 
46,400 

Ijwwte 




30,100 


3,000 




37,400 


9,000 


inn 




D 


Other income 










6 


Investment income - per question 

Gain on investments at fair value through profit 

or loss (28,000 - 26,500) 

Loan notes 




$'000 
1,200 

1,500 
2,700 






Nominal value 
Direct costs 

Interest to 31.3.10 at 10% 
Interest paid/payable 
Carrying amount 






$'000 

20,000 

(500) 

19,500 

1,950 
{1 ,000) 
20,450 






Interest charge {income statement) 
Interest accrual (SFP) (1 ,000 - 500) 






1,950 

500 




/ 


Income tax 












Current tax (12,000 - 1,400 overp revision) 
Transfer from deferred tax (6,000 - 4,200 (14, 


000x30%)) 




$'000 
10,600 
(1 ,800) 

8.800 




16 Derringdo II 











(a) Liability 

There are two issues here: 

1 Should a capital grant be treated as deferred income in the financial statements? 

2 Should a liability be recognised for the potential repayment ot the grant? 

Derringdo has credited the $240,000 grant to a deferred income account which is shown as a liability in the 
statement ot financial position. It is then released to the income statement over the ten year life of the related 
asset. However, the Framework states that a liability should only be recognised if there is a probable outflow 
of economic benefits. This is not true for a grant; under normal circumstances the grant will not have to be 
repaid and so a liability does not exist. 

This example is complicated by the possibility of having to repay the grant if the asset is sold. At the end ot the 
reporting period the asset has not been sold, and so there is no past event to give rise to a liability. Derringdo 
intends to keep the asset tor its ten year useful life. Nor can it be classified as a contingent liability. Under IAS 
37 the uncertain future event' that creates a contingent liability must be 'not wholly within the control of the 
entity'. In this case Derringdo will make the decision to keep or sell the asset. 

Following on from the above, the Frame work would not permit the grant to be shown as a liability. Instead 
the grant would be claimed as income in the year that it was received (provided that there was no intention 
to sell the asset within the four year claw-back period). However, the treatment of the grant as deferred 
income is in accordance with IAS 20 Accounting for Government Grants. 

(b) Extracts (Company policy complies with one of the two alternatives in IAS 20) 

INCOME STATEMENT 

$ 
Operating expenses 

Depreciation charge ( W1 ) 34 , 000 

Re lease of g rant (W2) (12,000 ) 

22,000 

W^lJJj Aiuwirs 
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STATEMENT OF FINANCIAL POSITION 

$000 
Non-current assets 



Deferred income (W2) 204 000 

Current liabilities 

Deferred income (W2) 24,000 

228,000 

Workings 

1 Property, plant, equipment $000 

^ _* i i j- l> 800,000 

Cost (gross, excluding grant) 

Depreciation (10 years straight line, 15% residual value for 6 months 

800,000 x 85% x 10% x 6 / 12 ) (34,000 ) 

Carrying value 766,000 

2 Deferred income $ 
Grant received ($800,000 x 30%) 240,000 
Release tor this year ($240,000 x 1 0% x B / 12 ) (12,000) 
Total balan ce at year-end 228,000 

Presentation 

Current liability ($240,000 x 1 0%) 24,000 

Non-current liability (balance) 204,000 

228,000 

Theoretical approach under the Framework 

Because the deterred' element ot the grant cannot be recognised as a liability, the grant will be claimed in 
full in the year that it is received. The repayment clause will not affect this policy because, at the end of the 
reporting period, Derringdo has not sold the asset and so no liability exists. 

INCOME STATEMENT 

$ 
Operating expenses 

Depreciation charge (as before) 34,000 

Grant received and claimed (240,000 ) 

(206,000 ) 

STATEMENT OF FINANCIAL POSITION 

$'000 
Non-current assets 
Property, plant and equipment 766,000 
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17 Broadoak 



Text reference. Chapter 4. 

Top tips. The question was on IAS 16. Parts (a) and (b) were written sections covering the principles of identifying 
the cost of assets, the capitalisation of subsequent expenditure, and the requirements with regard to the revaluation 
of non-current assets including the treatment of gains and losses. Part (c) contained two small numerical examples 
to test the principles in (a) and (b). For additional help see the tutorial guidance below. 

Examiner's comment. Answers to this question were rather polarised. Good candidates did very well whereas 
weaker students gave poor answers - there did not seem too much in the middle ground. In general answers to 
Parts (a) and (b) were above average, particularly with regard to subsequent expenditures. Most candidates had a 
grasp of the basis principles. However, for the cost of non-current assets, many students gave the rules relating to 
determining whether an asset was impaired. Other incorrect answers discussed the fair values of assets. Most 
candidates scored well on Parts (c)(i) and (ii), but there were some common errors, for example incorrect 
capitalisation ot maintenance costs. 



Tutorial guidance 



It always pays to answer the discussion parts first, as these will often highlight the particular difficulties to be found 
in the calculations. 

Part (a) 



Bonus points: mention the treatment of self -constructed assets and abnormal costs. 




(ii) Subsequent expenditure - give treatment per IAS 1 6. For three marks, give three examples of subsequent 
expenditure. 


Part (b) 




Revaluation - measured reliably 

- consistency 

- whole class of asset 

- regular revaluations 

- up to date 
-treatment of surplus 

- treatment of deficit 




Disposal - treatment of gains 
- treatment of losses 




Part(c) 




(i) Use information given to calculate the initial capitalisation. Remember that you need to consider all the items 

in part (a)(i). 
(ii) If you follow the points on revaluation in part (b), you will need the following extracts: 




INCOME STATEMENT 

20X1 20X2 
$ $ 
Amortisation X X 
Revaluation loss X 




STATEMENT OF FINANCIAL POSITION 

20X1 20X2 
Leasehold X X 
Revaluation surplus X 
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(1) Purchase price, less any trade discounts or rebates, but not settlement discounts 

(2) Import duties and non- refundable purchase taxes 

(3) Directly attributable costs of bringing the asset to working condition for its intended use. 
These include the cost of site preparation, initial delivery and handling costs, installation costs 
and professional fees. Also included is the estimated cost ot removing the asset and restoring 
the site, to the extent that it is recognised as a provision under IAS 37 Provisions,, contingent 
liabilities and contingent assets. 

Certain costs will not normally be part of the cost of property, plant and equipment, and must 
instead be expensed. These are administration costs, start-up costs and initial operating losses. 

In the case of self- constructed assets, the principles are the same as for acquired assets. This may 
include labour costs of the entity's own employees. Abnormal costs such as wastage and errors are 
excluded. 

In addition to IAS 16 and IAS 37 we also need to consider IAS 20 on government grants which states 
that the cost of an asset may be reduced by any such grants. 

(ii) There may be subsequent expenditure on an item of property, plant or equipment, after its purchase 
and recognition. Such expenditure may be added to the carrying amount of the asset, but only when 
the original criteria are met. All other subsequent expenditure is recognised as an expense as it is 
incurred. 

The standard gives examples of the kind of improvements that would allow subsequent expenditure 
to be capitalised. 

(1 ) Modification ot an item of plant to extend its useful life 

(2) Upgrade of machine parts to improve the quality of output 

(3) Adoption ot a new production process, leading to large reductions in operating costs 

(b) IAS 16 allows property, plant and equipment (most commonly property) to be shown at a revalued amount. 
Such revaluations are permitted under the allowed alternative treatment rules providing that the fair value 
of the asset can be measured reliably. However, revaluation, particularly of property has been open to 
abuse, with companies 'cherry picking' those properties whose valuation is favourable to show at valuation. 
Accordingly, IAS 16 tries to bring some consistency to the practice of revaluation. 

When an item ot property, plant and equipment is revalued, the whole class of assets to which It belongs 
should be revalued. All the items within a class should be revalued at the same time to prevent selective 
revaluation ot certain assets and to avoid disclosing a mixture of costs and values from different dates in the 
financial statements. Revaluations must be sufficiently regular, so that the carrying value of an asset does 
not differ significantly from its market value. In addition, revaluations must be kept up to date. 

Surpluses and deficits 

In the case of a surplus, IAS 16 requires the increase to be recognised in other comprehensive income and 



The treatment is similar for a decrease in value on revaluation. Any decrease should be recognised as an 
expense, except where it offsets a previous increase taken as a revaluation surplus. In this case the 
decrease will be recognised in other comprehensive income reducing the balance on the revaluation surplus. 
Any decrease greater than the previous upwards increase in value must betaken as an expense in the 
income statement section of the statement of comprehensive income. 

Gains and losses on disposal 

Gains or losses are the difference between the estimated net disposal proceeds and the carrying amount of 
the asset. They should be recognised as income or expense in the income statement. Any revaluation 
surplus standing to the credit of a disposed asset should be transferred to retained earnings as a reserve 
movement. 



Answers 






Following IAS 1 6, not all the components of the cost of the item of plant may be capitalised. While 
trade discounts may be capitalised, settlement discounts may not. Such discounts are a revenue 
Hem and will probably be deducted from administration costs in the income statement. Likewise, 
maintenance is a revenue item. There will be a prepayment in the statement of financial position for 
maintenance costs relating to subsequent years. The cost of the error in specifying the power 
loading is an abnormal cost and must be charged to the income statement. The costs to be 
capitalised may now be calculated as follows. 

$'000 $'000 

Basic list price of plant 240,000 

Less trade discou nt at 1 2 . 5% o n list price (30,000 ) 

210,000 
Shipping and handling costs 2,750 

Estimated pre-production testing 12,500 

Site preparation costs 

Electrical cable installation (1 4,000 - 6,000) 8,000 

Concrete re-inforcement 4,500 

Own labour costs 7,500 

20,000 
Dismantling and restoration costs (1 5,000 + 3,000) 1 8,000 

Initial cost of plant 263,250 





INCOME STATEMENT (EXTRACT) FOR THE YEAR TO 30 SEPTEMBER 










20X1 


20X2 








$ 


s 






Amortisation 


(20,000) 


(21,000) 






Revaluation loss 




(25,000) 
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STATEMENT OF FINANCIAL POSITION (EXTRACT) AS AT 30 SEPTEMBER 










20X1 


20X2 








s 


$ 






Leasehold 


231,000 


175,000 






Revaluation surplus 










Balance at 1 October 20X0 


50,000 








Revaluation gain (see working) 


11,000 
61,000 








Transfer to retained earnings (1 1 ,000 x 1/11) 


(1,000) 








Portion of revaluation loss (W) 


(10,000) 
50,000 








Working 




$ 
240,000 






Cost at 1 October 20X0 








Amortisation for year to 30 September 20X1: 240,000 




(20,000) 






12 years 




220,000 






Revaluation gain 




11,000 






Carrying value at 30 September 20X1 




231,000 






Amortisation to 30 September 20X2 231,000 

1 1 years 




(21,000) 
210,000 






Revaluation loss to revaluation surplus 




(10,000) 






Revaluation loss to income statement 




(25,000) 






Carrying amount 30 September 20X2 




175,000 
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Answers 
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18 Elite Leisure 

Elite Leisure's cruise ship 

Although there is only one ship, the ship is a complex asset made up from a number of smaller assets with different 
costs and useful lives. Each of the component assets of the ship will be accounted tor separately with its own cost, 
depreciation and profit or loss on disposal. 

At 30 September 20X4 the ship is eight years old and its cost and carrying value is as follows: 

Cost Depreciation Accumulated Carrying 

period Depreciation value 

Sm $m $m 
Ship's fabric 8 years 

Cabins and entertainment areas 8 years 

150 12years m » 

Propulsion system JJH „ 30,000 hours 

100 -TTTT^rz 75 25 

40,000 hours 

550 271 279 

Changes during Y/E 30 September 20X5 
Replacing the propulsion system SUOm 
The old engines will be scrapped giving rise to a $25m loss on disposal. 

The new engines will be capitalised and depreciated over their 50,000 hour working lite. The charge for this year will 

5,000 hours AJJ 
be$140m x =$14m. 

50,000 hours 

Upgrading cabins and entertainment areas $S0m 

These costs can be capitalised because they are improvements and because they extend the useful life of the 
assets. The revised carrying value at 1 October 20X4 is $1 10m ($50m + $60 m). 

The depreciation charge for the year is $22m ($110 -*- 5 years). 

Repainting the ship's fabric $20m 

This is a maintenance cost. It will be charged to the income statement for the year. The depreciation for the ship 
itself will be $12m, based on its $300m cost and 25 year life. 

Summary 

CTATCMCMT AC CIMAMflAl DACITIAhl 
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Opening carrying value 


204 


bO 


25 


279 


Disposals 


- 


- 


(25) 


(25) 


Additions 


- 


60 


140 


200 


Depreciation 


{12) 


m 


Hi) 


J48) 


Closing carrying value 


192 


88 


126 


406 



INCOME STATEMENT 

$m 

Depreciation 48 

Loss on disposal 25 

Repainting 20 

Total charge 93 



Answers 
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19 Dearing 

Top tips. This question is quite complicated. Set out really clear workings so that you don't get lost. 



Marking scheme 



Marks 

Initial capitalised cost 2 

Upgrade improves efficiency and life therefore capitalise 1 

Revised carrying amount at 1 October 20X8 1 

Annual depreciation (1 mark each year) 3 

Maintenance costs charged at $20,000 each year 1 

Discount received (in income statement) 1 

Staff training (not capitalised and charged to income) 1 



Year ended 
Income statement: 
Depreciation (W3) 
Maintenance (60,000/3) 
Discount received (840,000 x 5%) 
Staff training 


30 Sept 20X6 
* 

180,000 

20,000 
(42,000) 

40,000 
198,000 


30 Sept 20X7 
$ 
270,000 
20,000 


30 Sept 20X8 
i 

119,000 
20,000 




290,000 


139,000 


As at: 

Statement of financial position 
Property, plant and equipment: 
Cost/valuation (W1),(W2) 
Accumulated depreciation 
Carrying value 


30 Sept 20X6 
$ 

920,000 

(180,000) 

740,000 


30 Sept 20X7 
$ 

920,000 
(450,000) 
470,000 


30 Sept 20X8 
$ 

670,000 

(119,000) 

551,000 



Workings 

1 Cost price 



Base price 

Trade discount (1,050,000 x 20%) 

Freight charges 
Electrical installation cost 
Pre-production testing 

Valuation after upgrade 

Original cost 

Depreciation to 30 September 20X7 (W3) 

Carrying amount 

Upgrade 

Valuation 



S 

1,050,000 
(210,000) 

840,000 
30,000 
28,000 
22,000 

920,000 



920,000 
(450,000) 
470,000 

200,000 

6/0,000 



IniwirUmi 



Answers 

















3 Depreciation 




$ 
180,000 


30 September 20X6: 
(920,000-20,000) x 1,200/6,000 




30 September 20X7: 
(920,000-20,000) x 1,800/6,000 




270,000 
450,000 


30 September 20X8: 
(670,000-40,000) x 850/4,500 




119,000 




20 Flightline 










Text references. Chapter 4 










Top lips. This was a very time pressured question with a lot of work to do for 1 marks. It 
question like this to provide really clear workings so that you get the marks for all the parts 


is important in a 
you do correctly. 






Easy marks. The amounts tor the exterior structure and the cabin fittings 
should have done those before embarking on the engines. 


were relatively easy to calculate, so you 






Examiner's comments. A significant number of candidates did not start this question and 
run out of time. Many answers lacked a methodical approach and then got hopelessly lost 
engines causing the most problems. 


many more appeared to 
n the detail, with the 






Marking scheme 
















Marks 
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INCOME STATEMENT FOR THE YEAR ENDED 31 MARCH 20X9 


$'000 




Depreciation: 






Exterior structure (W1) 


6,000 




Cabin fittings (W2) 


6,500 




Engines (W3) 


1,300 

13,800 




Loss on disposal of engine (W3) 


6,000 




Engine repairs 


3,000 




Exterior painting 


2,000 


- 


Answers 
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STATEMENT OF FINANCIAL POSITION AT 31 MARCH 20X9 


$000 




Property, plant and equipment 






Aircraft - exterior (W1 ) 


36,000 




-cabin (W2) 


8,000 




-engines (W3) 


16,100 

60,100 




Workings 






1 Exterior structure 


$'000 




Cost 


120,000 




Accumulated depreciation to 31.3.X8 (120,000 x 13/20) 


(78,000) 



36,000 

$'000 

25,000 

(15,000) 


10,000 

(2,500) 

4,500 


12,000 
(4,000) 


8. ooo 



Carrying value 

2 Cabin fittingso 

Cost 

Accumulated depreciation to 31.3.X8 (25,000 x 3/5) 

Depreciation to 1 .1 0.X8 (25,000 /5 x 6/1 2) 
Upgrade 

Depreciation to 31.3X9 (12,000 x 6/18) 
Carrying value 

Total depreciation for current year (2,500 + 4,000) 6,500 

3 Engines 

$'000 
Replaced engine: 

Cost 9,000 

Depreciation to 31 .3.X8 (9,000 x 10.8/36) (2,700) 

Carrying value at 1 .4.X8 6,300 

Depreciation to 1 .1 0.X8 (9,000 x 1 .2/36) (300 ) 

Written off at 1.1 0.X8 6,000 

Replacement: 

Cost 10,800 
Depreciation to 31.3.X9 (10,800/36) (300 ) 

Carrying value 10,500 

Damaged engine: 

Carrying value at 1 .4.X8 6,300 

Depreciation to 1 .1 0.X8 (300) 

Carrying value at 1.1 0.X8 6,000 

Depreciation to 31 .3.X9 (6,000/1 5) (400) 

Carrying value at 31 .3.X9 5,600 

Total carrying value (1 0,500 + 5,600) 1 6,1 00 

Total current year depreciation 

(300 + 300*300 + 400) 1,300 
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21 Apex 



Text reference. Chapter 4 

Top tips. This was a question that was difficult to tackle ff you had not revised the topic, but it was definitely worth 

making an attempt. Reading through part (b) would have given you some idea of what your answer to part (a) 

needed to cover. Similarly with part (b), if you put the information in order you could have arrived at all or most of 

the answer. You would know from leasing that the relevant interest rate is the effective interest rate, not the 

nominal rate. 

Easy marks. If you knew this topic most of the marks were easy, especially those in part (a) where it was just a test 

of knowledge. Otherwise, you could still have scored marks in both parts of this question by reading it carefully 

and applying the principles that you are familiar with, as above. 

Examiner's comments. Many candidates had not covered this topic in their revision and a considerable number did 

not attempt this question. Part (a) should have proved straightforward but many answers just guessed at the rules 

or wrote about other costs that could be capitalised during construction of a non-current asset. In part (b) the main 

errors were using the nominal rate of interest and not correctly calculating the period of capitalisation. 

Examiner's answer. The examiner's answer to this question is at the end of this kit. 

(a) 'Qualifying' borrowing costs are borrowing costs incurred in the construction of qualifying assets. These are 
assets that necessarily take a substantial period of time to get ready tor intended use or sale. Since the 
revision of IAS 23, qualifying borrowing costs now must be capitalised. 

Where funds are borrowed specifically to finance the construction of a qualifying asset, the amount eligible 
for capitalisation will be the borrowing costs incurred at the effective rate of interest, less any investment 
income earned on the temporary investment of those borrowings. 

Where funds are borrowed generally and the borrowings attributable to a particular asset cannot be readily 
identified, the amount eligible for capitalisation will have to be estimated by applying a weighted 
capitalisation rate to the funds used in constructing the asset. 

Capitalisation commences when expenditure and necessary activities begin on the asset and borrowing 
costs are incurred. Capitalisation is suspended during any period in which activities on the asset are 
suspended and it ceases when substantially all activities necessary to prepare the asset tor its intended use 
or sale are complete. 
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place, not before the development begins, while it is suspended or after it has ceased. 
Finance costs to be capitalised are therefore 

$-000 
May/J u ne 2009 ($1 Om x 7 . 5% x 2/1 2 ) 1 25 

Sept 09 - Fe b 1 6 {$1 m x 7.5% x 6/1 2) _375 

500 

$500,000 will be debited to PPE as part of the cost of the new store. 

S"000 
Finance costs to be expensed (750 - 5O0) 250 

These will be debited to the income statement. 

The period during which the funds were invested was before the development activity began, so during a 
period in which finance costs were not being capitalised. Therefore the interest received of $40,000 is not 
deducted from the capitalised finance costs, but is credited to the income statement as investment income. 



Answers B_^ 

LiMwttm 



22 Emerald 



Text reference. Chapter 5 

Top tips. There were two aspects to this question - the treatment of development costs and accounting for prior 
period adjustments. It was important to set out a proper working for the second part of the question so that you 
could see what you were doing. 

Examiner's comments. Answers to this question were generally quite poor. Many candidates did not apply the 
definition of an asset to the development expenditure. In part (b) some candidates assumed that amortisation 



Marking scheme 



(a) One mark per valid point to 

( b) I ncome stateme nt amo rtisati on 

Cost in statements of financial position 

Accumulated amortisation 

Prior year adjustment in changes in equity 

Total tor question 



Marks 

4 

u* 

1 

m 

2 
10 



The IASB Frame work defines an asset as a resource controlled by the entity as a result of past events and from 
which future economic benefits are expected to flow to the entity. The recognition criteria also require that the asset 
has a cost or value that can be measured reliably. 

In the case of development expenditure it is not always possible to determine whether or not economic benefits will 
result. IAS 38 deals with this issue by laying down the criteria tor recognition of an intangible asset arising from 
development expenditure. An entity must be able to demonstrate that it is able to complete and use or sell the asset 
and has the intention to do so, that the asset will generate probable future economic benefits and that the 
expenditure attributable to the asset can be reliably measured. If these criteria are met the asset is recognised and 
will be amortised from the date when it is available for use. 

EMERALD 



Income statement 

Amortisation of development expenditure (W) 

Statement of financial position 

Intangible asset: development expenditure (W) 

Statement of changes in equity 

Prior period adjustment 

Added to retained earnings balance at 1 .1 0.X5 (W) 

Working 



20X4 
20X5 

Balance 20X5 
20X6 
Balance 20X6 



2007 


2006 


$'000 


$'000 


335 


13b 


1,195 


1,130 



Expenditure 


Amortisation 


Carrying amount 


$'000 


$'000 


$'000 


300 




300 


240 
540 


(75)' 
(75) 


165 
465 


600 


(135)*- 


665 


1,340 

jrtA 


maet in 


1,130 



* 300 >: 25% * * 540 x 25% * * * 1 ,340 x 25% 
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23 Dexterity 



Text reference. Chapter 5. 

Top lips. Part (a) is a test of memory. Follow the structure given to you in the question; discuss three situations 
(purchase, business combination, internal generation) for two assets (goodwill and other intangibles). This gives 
you a minimum of six marks out often. 

Part (b) requires you to apply theory. Explain both the correct treatment and why alternative treatments have been 
rejected. For example in (b)(ii) explain why $1 2m can be capitalised and why $20m can't be. 

Easy marks. It you know the standards, then part (a) should be 10 easy marks, 

Examiner's comments. Part (a) dealt with the treatment of goodwill and intangible assets. Part (b) included five 
scenarios to test the application of knowledge. 

Candidates usually did very well in part (a) but performed really badly when it came to practical applications in part (b). 



Marking scheme 



Marks 



(a) Discussion of goodwill 3 
Other intangibles - separate transactions 2 

- part of an acquisition 3 

- internally developed 3 

Available 11 

Maximum 10 

(b) (i) One mark for each item in statement of financial position 4 
(ii) Does it qualify as development expenditure 1 



(iii) Neither an acquired asset nor internally generated 
Really recognition of goodwill 
Can recognise both the asset and the grant at fair value 
Or at cost - granted asset has zero cost 

(iv) In reality a valuable asset, in accounting a pseudo-asset 
Cannot control workforce 
Does not meet recognition criteria 

(v) Effective advertising really part of goodwill 
Cannot be recognised as a non-current asset 
Prepayment of $2.5 million 
Cannot spread over two years 



Available 


18 


Maximum 


1b 


Maximum for question 


25 



Answers 
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(a) Recognition and amortisation 

Goodwill 

Only goodwill arising from a business combination is recognised. Under IFRS 3 goodwill is the excess otfhe 
cost of a business combination over the acquirer's interest in the net fair value of the assets, liabilities and 
contingent liabilities of the business acquired. Once recognised goodwill is held indefinitely, without 
amortisation but subiectto impairment reviews. 



I nererore goodwill cannot oe purcrtasea separately iram otrier assets, in aaamon, iflb jo states tnat 
internally generated goodwill must not be capitalised. 

Other intangible assets 

Other intangibles can be recognised if they can be distinguished from goodwill; typically this means that they 
can be separated from the rest of the business, or that they arise from a legal or contractual right. 

Intangibles acquired as part of a business combination are recognised at fair value provided that they can be 
valued separately from goodwill. The acquirer will recognise an intangible even if the asset had not been 
recognised previously. If an intangible cannot be valued, then it will be subsumed into goodwill. 

Internally generated intangibles can be recognised if they are acquired as part of a business combination. 
For example, a brand name acquired in a business combination is capitalised whereas an internally 
generated brand isn't. Expenditure on research can not be capitalised. Development expenditure is 
capitalised if it meets the IAS 38 criteria. It is then amortised over the life-cycle of the product. 

Goodwill and intangibles with an indefinite useful life are not amortised but tested annually for impairment. 

(b) Dexterity 

(i) Temerity 

The following assets will be recognised on acquisition: 

$m 

Fair value of sundry net assets 1 5 

Patent at fair value 10 

Research carried out for customer 2 

Goodwill (balancing figure) B 

Total consideration 35 

The patent is recognised at its fair value at the date of acquisition, even if it hadn't previously been 
recognised by Temerity. It will be amortised over the remaining 8 years of its useful life with an 
assumed nil residual value. 

The higher value of $15m can't be used because it depends on the successful outcome of the clinical 
trials. The extra $5m is a contingent asset, and contingent assets are not recognised in a business 
combination. (Only assets, liabilities and contingent liabilities are recognised.} 

Although research is not capitalised, this research has been carried out for a customer and should be 
recognised as work-in-progress in current assets. It will be valued at the lower of cost and net 
realisable value unless it meets the definition of a construction contract. 

The goodwill is capitalised at cost. It is not amortised but it will be tested tor impairment annually. 

(ii) New drug 

Under IAS 38 the $12m costs of devebping\W\s new drug are capitalised and then amortised over its 
commercial life. (The costs of researching a new drug are never capitalised.) 
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Answers 



(iii) Government licence 

IAS 38 states that assets acquired as a result of a government grant may be capitalised at fair value, 
along with a corresponding credit for the value of the grant. 

Therefore Dexterity may recognise an asset and grant of $ 10m which are then amortised/released 
over the five year life of the license. The net effect on profits and on shareholders funds will be nil. 

(iv) Training costs 

Although well trained staff adds value to a business IAS 38 prohibits the capitalisation of training 
costs. This is because an entity has 'insufficient control over the expected future economic benefits' 
arising from staff training; in other words trained staff are free to leave and work for someone else. 
Training is part of the general cost of developing a business as a whole. 

(v) Advertising costs 

IAS 38 Para 69 states that advertising and promotional costs should be recognised as an expense 
when incurred. This is because the expected future economic benefits are uncertain and they are 
beyond the control of the entity. 

However, because the year-end is half way through the campaign there is a $2.5m prepayment to be 
recognised as a current asset. 



24 Darby 



Text references Chapters 1, 5 and 6 

Top lips It was important for this question to know the IASB definition. This made it possible to do a good answer 
to part (a) and know where you were going with part (b). It was important to spend time on all four parts of the 



tasy marns I nis was an quite easy until you got to (d j (in j, wnicn was a sngntiy contusing scenario. I ne ciue was 
in 'the assistant correctly recorded the costs..', which would have told you that the point at issue was the 
impairment write-down. 



Marking scheme 



Marks 

(a) 1 mark per valid point 4 

(b) (i) to (Hi) - 1 mark per valid point as indicated 1 1 
Total for question 15 



(a) The IASB Framework defines an asset as 'a resource controlled by the entity as a result of past events and 
from which future economic benefits are expected to flow to the entity'. IAS 1 sets out the defining features 
of a current asset (intended to be realised during the normal operating cycle or within 1 2 months of the year 
end, held for trading or classified as cash or a cash equivalent). All other assets are classified as non- 
current. 

The assistants definition diverges from this in a number of ways: 

(i) A non-current asset does not have to be physical. The definition can include intangible assets such 
as investments or capitalised development costs. 

(ii) A no n -current asset does not have to be ot substantial cost. An item ot immaterial value is unlikely to 
be capitalised, but this is not part ot the definition. 



Answers 
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(iii) A non-current asset does not have to be legally owned. The accounting principle is based on 
'substance over form' and relies on the ability of the entity to control the asset. This means for 
instance that an asset held under a finance lease is treated as an asset by the lessee, not the lessor. 



non-current asset failed to last longer than one year, it would still be classified as a non-current 
asset during its life. 

(b) (i) IAS 38 makes the point that 'an entity usually has insufficient control over the expected future 

economic benefits arising from a team ot skilled staff..' This is the case in this situation. Darby's 
trained staff may stay with the company tor the next four years or they may decide to leave and take 
their skills with them. Darby has no control over that. For this reason, the expenditure on training 
can not be treated as an asset and must be charged to profit or loss. 

(ii) The work on the new processor chip is research with the aim ot eventually moving into development 
work. IAS 36 requires all research expenditure to be expensed as incurred. Even at the development 
stage, it will not be possible to capitalise the development costs unless they satisfy the IAS 38 
criteria. When the criteria are satisfied and development costs can be capitalised, it will still not be 
possible to go back and capitalise the research costs. The company^ past successful history makes 
no difference to this. 

The research work on the braking system is a different case, because here the work has been 
commissioned by a customer and the customer will be paying, regardless of the outcome ot the 
research. In this situation, as long as Darby has no reason to believe that the customer will not meet 
the costs in full, the costs should be treated as work in progress, rather than being charged to profit 
or loss. 

(iii) If we agree that the assistant was correct to record $58,000 as a non-current asset, the only question 
is whether it should be regarded as impaired. 

An impairment has occurred when the recoverable amount of an asset falls below its carrying 
amount. 

The projected results for this contract are: 

$ 
Revenue (50,000 x 3) 1 50,000 

Costs (bal) (110,000 ) 

Profit 40,000 

If we ignore discounting, the future cash flows are $150,000, less remaining costs of $52,000 
($1 10,000 - $58,000), which amounts to $98,000. This is well in excess of the $58,000 carrying 
amount, so no impairment has taken place and the n on -current asset should remain at $58,000. 

25 Advent 

Advent 

(a) STATEMENT OF FINANCIAL POSITION EXTRACTS 30 SEPTEMBER 20X9 

Assets $m 



Other intangible assets (Note 2) 








100 

416 




■ 












Answsrs 




Note 1 Property, plant and equipment 


Land and 

buildings 

$m 


Plant 
$m 


Total 
$m 








1 October 20X8 














Cost/ valuation 


280 


150 


430 








Accumulated depreciation 


(40) 
240 


(105) 

45 


(145) 

285 








30 September 20X9 














Cost/ valuation 


265 


200 


465 








Accumulated depreciation 


(9) 
256 


(140) 
60 


(149) 
316 








Carrying value 














1 October 20X8 


240 


4 b 


28b 








Additions 




60 


50 








Revaluations 


(15) 


- 


(15) 








Depreciation: 














Charge for year 


(9) 


(35) 


(44) 








On revaluation 


40 
256 


60 


40 

316 








Buildings are depreciated over 25 years 


and plant over 5 years 
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Workings 














1 


Plant 
















Installation and commissioning 


costs are included in the cost of the asset. 








Depreciation 






$m 










Opening cost of $150m {full 


year at 20%) 




30 










Additions of $50m (half year 


at 20%) 




b 
35 








2 


Property 


















Land 


Buildings: 


Total 


Building 


Carrying 










Value 


Value 


Dep'n 


Value 








$m 


$m 


$m 


$m 


$m 






Opening 


80 


200 


280 


(40) 


240 






Revaluation 


5 


im 


{15) 


40 


25 








85 


180 


265 


- 


265 






Depreciation (20 years) 


- 


- 


- 


J9) 


Jffl 






Closing 


85 


180 


265 


JS) 


256 






Note 2 Intangible assets: Telecommunications license 




















$m 








Cost 
















Opening/closing 








300 








Depreciation 
















Opening 








30 








Charge 








30 








Impairment loss 








140 








Closing 








200 








Carrying value 
















30. 9. 20X9 








100 








30. 9.20X8 








270 




™ 


Answers 































of$140m. 

The new carrying value ot $100m will be depreciated over the remaining 8 year life of the license. 

(b) Usefulness of the disclosures 

The disclosures give the reader more information about the nature and value of the non-current assets. 

Firstly, there is the split between tangible assets (property, plant and equipment) and intangible assets. 
Lenders are less willing to use intangibles as security for loans than tangibles, and in the event of a winding 
up intangibles are often worthless without the business to support them. 

Within property, plant and equipment there is the split between land and buildings and the rest. Land and 
buildings are often seen as the best source of security by lenders. 

Land and buildings can go up in value as well as down, and so the note indicates the effect of revaluations 
during the year. The revaluation reserve note elsewhere in the financial statements will show the total 
revaluation compared with original cost. Because valuations are subjective the identity and qualifications ot 
the valuer are disclosed. 

The rates of depreciation indicate how prudent (or otherwise) the depreciation policies are, and whether the 
reported profits are fairly stated. The ratio between carrying value and cost gives a rough idea ot the age of 
the assets, and of how soon they will need replacing. 

The disclosure of the impairment loss flags a bad investment; the shareholders will want more information 
about this at their annual general meeting. 



26 Wilderness 
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Text reference* Chapters 5 and 6. 

Top tips. Part (a) is a straight forward description of impairment and how it is accounted for. 

Part (b) applies the theory. In (b) (ii) remember that the impairment of the brand name should have been accounted 
for when it happened in April 20X5. This is before the impairment review of the whole cash generating unit in 
September. 

Easy marks. There were no particular easy marks in this question. You needed to have a good knowledge of the 
principles ot impairment and to understand all the terms. 

Examiners comments. This question tested the principles of impairment of assets. It was not a popular question 
and candidates who attempted it scored on average less than half marks. 

Answers to part (a) were generally correct but lacked important detail. The numerical examples in (b) were less well 
answered, showing an inability to apply principles. Part (b) (ii) answers were even worse. Many candidate did not 
realise that the Phoenix brand name was an internally - generated asset and could not be recognise. In some cases, 
no attempt was made to apportion the impairment loss over the relevant assets. 
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Marking scheme 



Marks 

(i) Impairment where carrying amounts higher than recoverable 1 
amounts 

Discussion of fair value 2 

Discussion of value in use 2 

Discussion of CGU 1 

Goodwill/ intangibles with in definite life tested annually 1 

Review for indicators of impairment 1 

Only test if there is an indication of impairment 1 

Available 

Maximum JL 

(ii) Impairment loss - individual asset: 

Impairment loss applied to carrying value of asset 1 

And changed to any previous revaluation surplus then income 2 

CGU: 

Applied to goodwill 1 

Then pro rata to other assets 1 

Other assets not reduced below fair value/ value in use 1 
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Fair value less costs to sell is disposal value of $20,000, not trade-in value 2 

Recove ra ble is the ref o re $1 50,000 1 

Impairment loss is $50,000 1 

Dep reciation six mo nth s to 30 Septe m be r 20X5 1 

Carrying value $112,500 1 

Available 

Maximum _Z 

(ii} Old brand written off, cannot recognise new brand 2 

I nventories correct at co st 2 

I mp rove ment to p lant not relevant 1 

Impairment loss is $5 million 1 

Land reduced to $9 million 1 

Plant reduced to $6 million 1 

Available J* 
Maximum 

Maximum for question ?5 



(a) (i) Define an impairment loss 

An impairment occurs when the carrying value of an asset exceeds its recoverable amount. 
Recoverable amount represents the amount of cash that an asset will generate either through use 
(value in use) or through disposal (fair value less costs to sell). 

The value in use is the present value of all future cash flows derived from an asset, including any 
disposal proceeds at the end of the asset's life. The present value of future cash flows will be affected 
by the timing, volatility and uncertainty of the cash flows. This can be reflected in the forecasted cash 
flows or the discount rate used. 

Very tew business assets generate their own cash flows, and so assets are often grouped together 
into cash generating units tor impairment purposes. A cash generating is the smallest group ot 
assets generating independent cash flows 

Fair value less costs to sell is the amount obtainable for an asset in an arm's length transaction 
between knowledgeable, willing parties, less the cost ot disposal. The fair value of used assets with 
no active market will have to be estimated. Valuations are based on willing parties, and so a 'forced 
sale' value would not normally be used. 



Answers 
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Impairment reviews 

• At each reporting date an entity shall assess whether there are any indications that an 
impairment has occurred; if there are such indications then the recoverable amount of the 
asset must be estimated. 

• Intangible assets with indefinite lives (and those not ready for use) should be reviewed for 
impairment annually. The review should take place at the same time each year. 

• Cash generating units that include goodwill should be reviewed for impairment annually. 

Accounting for an impairment loss 

Impairment losses should be recognised immediately. They will normally be charged to the income 
statement alongside depreciation, but the impairment of a revalued asset should be taken directly to 
the revaluation surplus (until the balance on the revaluation surplus is reduced to zero). In the 
statement ot financial position the impairment will normally be included within accumulated 
depreciation, although it could be disclosed separately if material. Future depreciation charges will be 
based on the impaired value and the remaining useful life at the date of the impairment. 

Impairments ot cash generating units must be apportioned to the individual assets within that unit. 
The impairment is firstly allocated to goodwill, and then it is apportioned to all other assets (both 
tangible and intangible) on a pro rata basis. However, individual assets are not impaired below their 
own realisable value; any unused impairment being re-apportioned to the other assets. 



(b) (i) Wilderness 

Sum man, 1 



INCOME STATEMENT 

$ 
Depreciation First six months 40,000 

Second six months 37,500 

Impairment 50,000 

127,500 

STATEMENT OF FINANCIAL POSITION 30 SEPTEMBER 20X5 

$ 
Cost 640,000 

Accumulated depreciation and impairment 

($400,000 + $40,000 * $50,000 + $37,500) (527,500 ) 

Carrying value 112,500 

At 1 April 20X5 the asset should be restated at the lower of carrying value and recoverable amount. 
Recoverable amount is the higher of value in use and fair value less costs to sell. 

Carrying value 1 April 20X5 $ 



Depreciation for 6 months ($640,000 x 127 2 % x fi / 12 j 
Carrying value 1 April 20X5 

Recoverable amount 

Value in use and recoverable amount 

Fair value less costs to sell* 



(40,000 ) 
200,000 

$ 
150,000 

2G.000 



* Wilderness does not intend to replace the machine and so the trade-in value of $180,000 is 
irrelevant. 

The asset is impaired and should be written down to the recoverable amount of $1 50,000, giving an 
impairment loss of $50,000. This new valuation will then be depreciated overthe remaining useful life 
of the asset, which is two years from the date of the accident. 
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Answers 



Carrying value 30 September 20X5 % 

Impaired value 1 April 20X5 150,000 

Depreciation for 6 months $150,000 x ty M (37,500 ) 

Carrying value 1 April 20X5 112,500 

(ii) Mossel 

The question raises four issues: 

The value of the Quencher brand name. 

The $1.5m upgrade costs, 

The old bottles in inventories, and 

The overall impairment of the whole operation. 

( 1 ) The value of the Quencher brand name 

The $7m Quencher brand name should have been written off in April as it is no longer used. 
The Phoenix brand name is internally generated and so it cannot be capitalised. This will 
reduce the carrying value of the net assets at 30 September to $25m. 



These costs reflect the directors' intentions for the coming year. There is no obligation to 
incur these costs and so they cannot be recognised in the current year. However they may be 
disclosed in the notes. 

(3) The old bottles in inventories 

These should be stated at the lower of normal cost ($2m) and net realisable value ($2.75m), 
therefore they remain at their cost of $2m. The NRV is the normal sales price of $3m (normal 
cost of $2m plus 50%) less the $250,000 re- label ling costs. 

(4) The overall Impairment of the whole operation at September 20X5 

The value in use and recoverable amount of the whole operation has been reduced to $20m. 
This is less than the carrying value of S25m and so an impairment has to be accounted for 
and apportioned to the assets within the cash generating unit. This is done as follows: 





Carrying 


Impairment 


Impaired 




value 




values 




$'000 


$000 


$000 


Brand (already impaired) 


- 


- 


- 


Lard 


12,000 


(3,000) 


9,000 


Plant 


8,000 


(2,000) 


6,000 




20,000 


(5,000) 


15,000 



Note. Inventory of $5m is not subject to impairment. 
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Carpets 

A change of accounting policy is when a new policy is used to report the same situations. In this case there is a new 
situation, Derringdo's terms of trade have changed, and so a new policy has been applied to report it. This is not a 
change of policy. The old trade will still be reported under the old method and the new trade will be reported under 
the new method. 

INCOME STATEMENT 

$'000 
Carpets fitted under the old terms of trade 1 .200 

(these will not have been claimed in the previous year) 

Carpets sold under the new terms of trade 23,000 

Total revenue for this year 2'- ,2 DO 
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28 Telenorth 



Text reference. Chapters 7 and 18. 

Top tips. This was a 'typical' published financial statements type question with an earnings per share calculation. 
Candidates had to prepare the financial statements from atrial balance and include several adjustments which were 
used to cover many areas of the syllabus. 

Examiner's comment. This was the one question where some less methodical candidates appeared to run out of 
time. On the whole this was well answered and remarkably some candidates scored full marks on Part (a). Again 
the 'trickier' adjustments proved to be stumbling blocks. Two of the worst errors were: 

(a) Not providing for the second half of the debenture (loan) interest and preference dividend. 

(b) Incorrect calculation of basic depreciation charges and inclusion ot them in the wrong category. (The 
question was specific as to where depreciation should be charged.) 

Answers to Part (b), the calculation otthe earnings per share figure, were surprisingly disappointing. A significant 
proportion of candidates did not even attempt this section, ot those that did very few correctly handled the rights 
issue and several candidates thought that the question involved a dilution calculation. 

(a) (i) TELENORTH 

INCOME STATEMENT FOR THE YEAR ENDED 30 SEPTEMBER 20X1 

Revenue 

Cost of sales (W1) 

Gross profit 

Other income 

Distribution costs 

Administrative expenses (W2) 

Finance costs: (W11) 

Profit before tax 

Income tax expense (W10) 

Profit for the year 

(ii) TELENORTH 

STATEMENT OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X1 

$'000 $'000 

Assets 



$'000 


283,460 


(155,170) 


128,290 


1,500 


(22,300) 


(42,200) 


(1,656) 


63,634 


(24,600) 


39,034 





Investments 




34,500 
117,940 






Current assets 










Inventory (W4) 


16,680 








Trade accounts receivable: 35,700 + 12,000 (W5) 


47,700 


64,380 






Total assets 




182,320 






Equity and liabilities 










Equity 










Ordinary shares of $1 each (W8) 




30,000 






Revaluation surplus 3,400 - 1 ,000 




2,400 






Share premium (W8) 




16,000 




Retained earnings (W9) 




51,194 
99,594 


l£M> 






Answers 
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$'000 


$000 




Non-current liabilities 








8% preference shares 


12,000 






6% loan notes 


10,000 






Deferred tax: 5,200 + 2,200 


7,400 


29,400 




Current liabilities 








Trade and other accounts payable (W6) 


18,070 






Loan from factor: 9,600 + 96 (W5) 


9,696 






Current tax payable 


23,400 






Preference dividend payable (W7) 


480 






Bank overdraft 


1,680 


53,326 
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1 Cost of sales 

Opening inventory 
Purchases 

Closing inventory (W4) 

Depreciation of leasehold and plant (W3) 

2 Administration expenses 



$000 
J 2,1 DO 
147,200 
159,600 
(16,680 ) 
142,920 
12,250 
155,170 









$000 


Per question 






34,440 


Depreciation of computer system (W3) 






10,160 


Incorrect factoring charge (W5) 






(2,400) 
42,200 


Property, plant and equipment 










Cost 


Depn 


N8V 




$'000 


$000 


$'000 


Leasehold 


56,250 


20,250* 


36,000 


Plant and equipment 


55,000 


22,800* 


32,200 


Computer system 


35,000 


19,760* 


15,240 
83,440 


'Depreciation charge: 








Leasehold: 56,250/25 years 






2,250 


Plant: (55,000 - 5,000}/5 years 






10,000 


Charge cost of sales 






12,250 



Computer equipment: charged to administration (35m - 9.6m) x 40% 1 0,1 60 

Closing inventory 

No inventory count took place at the year end. To arrive at the figure for closing inventory, the count needs 
to be adjusted tor the movements between 30 September and 4 October, making appropriate adjustments 
for mark ups. 

S'OOO 
Balance as at 4 October 20X1 16,000 

No rma I sales at cost: $1. 4m x 100/1 40 1,000 

Sale or return at cost: 650,000 x 1 00/1 30 500 

Less goods received at cost (820 ) 

Adjusted inventory value 16,680 
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Accounts receivable and factoring 

In the case of factoring of receivables, the substance of a transaction rather than its legal form needs to be 
considered. It may be that it is not appropriate to remove a receivable from the statement ot financial 
position. In this case, Telenorth bears the risk of slow payment and bad debts. This means that the 
substance of the transaction is a loan, which in turn will incur finance charges. It was therefore incorrect to 
derecognise the amount receivable. Also, the difference between the amount due from the customer ($12m) 
and the amount received from the factor ($12m x 80% = $9.6 m) should not have been charged to 
administration costs. Adjustments need to be made to reinstate the amount receivable, accrue one month's 
finance charge and add back the incorrect charge to administration expenses, as follows. 

Dr Cr 

$'000 $000 
Accounts receivab le 1 2 ,000 

Loan from factor 9,600 

Administration: $12m - $9.6m 2,400 
Finance costs: accrued interest $9. 6m x 1% 96 

Accruals 96 

12,096 12,096 

There will also be loan note interest of $600,000, $300,000 paid and $300,000 accrued. 

Current liabilities 

$'000 
Trade and other payables 

Per question 17.770 

Interest on loan note 300 

18,070 

Dividend payable 

$'000 
Preference: ($1 2m x 8%) - 480 480 

Share capital and suspense account 

Elimination of suspense account: 

Dr Cr 

$000 $'000 



share premium (4m at $1) 




4,000 






Rights issue: 20m " 4m share capital 

4 
Share premium 6m x (3 - 1 ) 




6,000 
12,000 
26,000 








26,000 


Share capital: $20m + $4m + $6m = $30m 
Share premium: $4m + $l2m = $16m 










9 Retained earnings 

As at 1 October 20X0 

Net profit for the year {Part (a)(i)) 

Dividend: ordinary 




$'000 
14,160 
39,034 
(2,000) 
51,194 












Answers 




10 Income tax 

Provision tor year 

Increase in deferred tax provision 

Less charged to revaluation surplus 


$000 

2,200 
(1,000) 


$000 
23,400 

1 r 200 
24,600 






1 1 Finance costs 

ML Praforanra charac 




$000 
qfifi 







i acioiing nr.arce cob. i.vvd; 



J7U 

1,656 



(b) TELENORTH 

EARNINGS PER SHARE FOR THE YEAR TO 30 SEPTEMBER 20X1 



lime 



Date 


Narrative 


Shares 
000 


1.10.XO 


Share b/f 


20,000 


1.10.XO 


Options exercised 


4,000 
24,000 


1.7.X1 


Rights issue (1/4) 


6,000 
30,000 


Workings 






Calculation of theoretical ex-rights price: 


4 shares @ $4 




1 share @ $3 





19 
.-. Theoretical ex-rights price = — = $3. 

5 



.-. Bonus fraction 



1 .00 



3.J 



EPS= mo34 =148c 

26,447 



29 Tourmalet 



Bonus 
fraction 



Vteighted 
average 



a/12 
3/12 



4/3.80 (W) 18.91/ 

7,500 
26,447 



J 6 

3 

J 3 



Ted reference. Chapters 7 and 15. 

Top lips. As well as examining you on the format and content of the income statement and statement of changes in 
equity, this question also tests your knowledge of seven specific situations. 

One key point is to separate out the discontinued activities. Under IFRS 5 the profit or loss on these activities is 
reported after the profit after tax tor continuing activities. 

As always, be methodical and don't get bogged down in the detail. 

Easy marks. Parts (a) and (c) are 8 easy marks. You should be able to answer these even if you get bogged down in 



Answers f&M^ 

LiMKJfen 



Examiner's comments. Part (a) covered the sale and leaseback of plant. Most candidates realised that this should 
be treated as a secured loan. However, some failed to recognise the correct treatment. 

In part (b), candidates had to prepare an income statement and this was generally well -answered. However some 
problems arose: discontinued operation, provision for slow moving inventory, and the treatment of interest on the 
loan from part (a). 

Part (c) was generally ignored. Those who did attempt the statement of changes in equity failed to realise that the 
preference shares should be treated as debt and so the preference dividend should be treated as a finance cost. 



Marking scheme 



Marks 



(a) Should not be treated as sales/cost of sales 

Normally only the profit in income (may require disclosure) 

The substance of the transaction is a secured loan 1 

Plant should be left on statement of financial position 1 

'Sale' proceeds of $50 million shown as loan 1 
Renta Is are partly inte rest a nd partly capital repayme nts 

Available 6 

Maximum 5 

(b) Income statement 

Discontinuing operations figures 3 

Sales 2 

Cost of sales 5 

Distribution expenses 1 

Administration expenses 2 

Finance costs (including 1 for preference dividends) 2 

Loss on investment properties 1 



Changes in equity 

Profit for period 

Dividends 

Transfer to realised profits 



AvanaDie 
Maximum 


la 

17 


Maximum 
Maximum tor question 


1 
1 
1 
3 

2b 



(a) Sale of plant 

The substance ot this transaction is a financing arrangement, not a sale. 

• Tourmalet will continue to enjoy the risks and benefits of ownership for the remainder of the asset's 
life because of the leaseback deal. 

• The lease appears to be a finance lease, so Tourmalet will continue to recognise the asset. 

• Over the period of the lease Tourmalet will repay the sale proceeds in full, plus interest at 1 2%, 
indicating that this is a loan and not a sale. 

Tourmalet should continue to recognise the asset at its original cost, and depreciate it as before. The sale 
proceeds will be treated as a loan, and the lease payments will be split between repayment of this loan and a 
finance charge. 

Even if the sale was a genuine sale, it should not have been included with the normal trading revenues and 
cost of sales. 
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Answers 



(b) TOURMALET 

INCOME STATEMENT FOR THE YEAR ENDED 30 SEPTEMBER 20X4 

Continuing operations 
Sales revenues (W1) 
Cost of sales (W2) 
Gross profit 



$000 
247,800 
(128,800 ) 
119,000 



Administrative expenses (Wdj [iaJ,fiuuj 

Other expenses (W6) (200) 

Finance costs (W7) (3,800) 

Profit before tax 69,800 

I nco me tax ex pe n se ( W8) (7,100 ) 

P rof it f or the year from conti n uing activities 62,700 
Discontinued operations 

Loss for the year from discontinued operations (W9) (5,500 ) 

Profit for the year 57,200 

Workings 

Continuing operations $000 $000 

1 Sales revenues 

From TB 313,000 

Disposal of plant (50,000) 

Discontinued activities (15,200) 

247,800 

2 Cost of sales 

Opening inventory 26,550 

Purchases 158,450 

Disposal of plant (40,000) 

Closing inventory: Cost 28,500 

NRV allowance (4,500 - 2,000) (2,500 ) 

(26,000) 

Depreciation 

Leased item $40m/5 years 8,000 

Others ($98. 6m - $24.6 m) x 20% 14,800 

Buildings ($1 20 m/40 years) 3,000 

Discontinued activities (16,000 ) 

128,800 

3 Other income 

From the TB 1,200 

4 Distribution costs 

From the TB 26,400 

5 Administrative expenses 

From the TB 23,200 

Discontinued activities (3,200 ) 

20,000 

6 Other expenses 

Fall in value of investment property (1 0m - 9.8m) 200 



Accrued final preference dividend ($30m x 6%x 6/1 2) 






900 


Finance cost ot lease back {$50m x 12% x 4/12) 






2,000 
3,800 


lumn 








8 Income tax expense 








Over-provision from the trial balance 






(2,100) 


Charge for the year 






9,200 
7,100 


9 Discontinued operations 








Revenue 






15,200 


Operating expenses (16,000 + 3,200 + 1,500 termination penalty) 






(20,700) 


Loss 






(5,500) 


(c) TOURMALET 








STATEMENT OF CHANGES IN EQUITY FOR THE YEAR TO 30 SEPTEMBER 20X4 






Share 


Revaluation 


Retained 


Total 


Capital 


Surplus 


Earnings 




$000 


$000 


$000 


$'000 


Opening 50,000 


18,500 


47,800 


116,300 


Transfer of depreciation on revaluation 


(500) 


500 


- 


Dividends 


_ 


(2,500) 


(2,500) 




Total comprehensive income for the year 


- 


57,200 
103,000 


57,200 
171,000 


Closing 50,000 


18,000 




30 Partway 












Text reference. Chapter 7. 












Top tips. This question covers discontinued operations and changes of accounting policy. Not to be attempted 






unless you knew something about both ot these. There are 5 separate parts to this question. Do something on each 


^^M 



Easy marks, (a) (i) and (n) and (b) (i) were quite easy and you should have been able to do well on them, (a) (in) 
was not difficult but you may have ended up spending too long on it and (b) (ii) was a bit tricky. However you were 
asked to comment, so a sensible comment supported by the evidence would have secured you a mark or two. 
Examiner's comments. This question proved to be the least popular and, while answers were not good, they were 
better than tor equivalent questions on recent papers. Candidates were able to define non-current assets held tor 
sale and discontinued operations, but were less able to apply these definitions to the scenario. Most candidates 
were similarly able to define a change of accounting policy but few even attempted the scenario. 



Marking schema 



(a) (i) Definitions 

Usefulness of information 



Discussion of whether a discontinued operation 
Conclusion 



Revenue from continuing operations (20X5 and 20X6) 
Revenue from discontinued operations (£0X5 and 20X6) 
Cost of sales from continuing operations (20X5 and 20X6) 
Cost of sales from discontinued operations (20X5 and 20X6) 
Profit from continuing operations (20X5 and 20X6) 
Profit from discontinued operations (20X5 and 20X6) 



Maximum 



Maximum 



Marks 

2 
2 

4 

3 

1 
4 



Maximum 



III— Will 



Answers 



(b) (i) 1 mark per relevant point 
(ii) 1 mark per relevant point 



Maximum 
Maximum 



(a) (i) IFRS 5 defines 'non -current assets held for sale' to be those no n -current assets whose carrying 

amount will be recovered principally through a sale transaction rather than through continuing use*. 

A discontinued operation is described in IFRS 5 as: 

'a component of an entity that either has been disposed of, or is classified as held for sale, and: 

(a) represents a separate major line of business or geographical area of operations 

(b) is part of a single co-ordinated plan to dispose of a separate major line of business or 
geographical area of operations or 

(c) is a subsi diary acq u i red excl usively with a view to resale. ' 

IFRS 5 states that a component of an entity com prises operations and cash flows that can be clearly 
distinguished, operationally and for financial reporting purposes, from the rest of the entity. 

This very precise definition is needed to ensure that only operations which can properly be regarded 
as discontinued are classified as such. Users of accounts, particularly financial analysts, will be more 
interested in the results of continuing operations as a guide to the company's future profitability and 
it is not unacceptable for discontinued operations to show a loss. Companies could therefore be 
tempted to hide loss-making activities under the umbrella of discontinued operations, hence the 
requirement for the operations and cash flows of the discontinued operation to be clearly 
distinguishable from those of continuing operations. It is also conceivable that a company could seek 
to include the results of a profitable operation which has been sold under continuing operations. 

IFRS 5 requires an entity to disclose a single amount on the face of the income statement comprising 
the total of: 

Mi the post tax profit or loss of discontinued operations and 

(ii) the post-tax gain or loss recognised on the measurement to fair value less costs to sell or on 
the disposal of the assets constituting the discontinued operation 

The separation of the results of continuing and discontinued operations on the face of the income 
statement makes possible more meaningful year on year comparison. The inclusion of prior year 
information for discontinued operations means that it can be seen exactly how the continuing 
operations have performed, and it is possible to forecast more accurately how they can be expected 
to perform in the future. 

(ii) This may be able to be classified as a discontinued operation provided certain criteria are met. The 
termination was decided on before the financial statements were approved and within two weeks of 
the year end date. The interested parties were notified at that time and an announcement was made in 
the press, making the decision irrevocable. Although the company will continue to sell holidays over 
the internet, the travel agency business represents a separate major line of business. The internet 
business will have quite different property and staffing requirements and a different customer base. 
The results of the travel agency business are clearly distinguished. 

(iii) PARTWAY 



Answira 



continuing operations 


&UWJ 


SU1W 


Revenue 


25,000 


22,000 


Cost of sales 


(19,500) 


(17,000) 


Gross profit 


5.500 


5,000 


Operating expenses 


(1,100) 


(500) 


Profit from continuing operations 


4,400 


4,500 


Profit(loss) from discontinued operations 


(4,000) 


1,500 


Profit for the year 


400 


6,000 



[b] 



Discontinued operations 






Revenue 


14,000 


18,000 


Cost of sales 


(16,500) 


(15,000) 


Gross profit (loss) 


(2,500) 


3,000 


Operating expenses 


(1,500) 


(1 ,500) 


Prof it(loss) from discontinued operations 


(4 .000) 


1,500 



Accounting policies can be described as the principles, conventions, rules and practices applied by 
an entity that prescribe how transactions and other events are to be reflected in its financial 
statements. This includes the recognition, presentation and measurement basis to be applied to 
assets, liabilities, gains, losses and changes to shareholders funds. Once these policies have been 
adopted, they are not expected to change frequently and comparability requires that ideally they do 
not change from year to year. However, IAS 8 does envisage situations where a change of accounting 
policy is required in the interests of fair presentation. 

An entity may have to change an accounting policy in response to changes in a Standard or in 
applicable legislation. Or it may bean internal decision which can be justified on the basis of 
presenting a more reliable picture. An accounting policy adopted to deal with transactions or events 
which did not arise previously is not treated as a change of accounting policy. 

Where a change of accounting policy has taken place it must be accounted tor by retrospective 
restatement. This means that the comparative financial statements must be restated in the light of the 
new accounting policy. This makes it possible to compare results for these years as if the new 
accounting policy had always been in place. The financial statements must disclose the reason for the 
change of accounting policy and the effects of the change on the results for the previous year. 
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balance of the payment has now been covered. However, at the point when the deposit is received, 
Partway has not yet done anything to earn the revenue. Under IAS 18 Revenue, revenue from a 
service contract should be recognised by reference to the stage of completion of the transaction. 
Under this method, revenue is recognised in the accounting periods in which the services are 
rendered. In this case the service is rendered at the time when the holiday is taken. The existing 
policy is therefore correct and should not be changed. 

31 Preparation question: Group financial statements 

(a) A parent need not present consolidated financial statements if one of the following exemptions applies: 

• It is itself a wholly or partly-owned subsidiary of another entity and its other owners do not object to 
it not preparing consolidated financial statements. 

• Its shares or debt instruments are not traded on any stock exchange. 

• Its financial statements are not being filed with any regulatory organisation for the purpose of issuing 
any debt or equity instruments on any stock exchange. 

• Its own or ultimate parent produces publicly-available financial statements that comply with IFRS. 

(b) IAS 27 requires intragroup balances, transactions, income and expenses to be eliminated in full. The 
purpose of consolidated financial statements is to present the financial position of the parent and 
subsidiaries as that of a single entity, the group. This means that, in the consolidated income statement, the 
only profits recognised should be those earned by the group in trading with entities outside the group. 
Similarly, inventory should be valued at cost to the group. 

When a company sells goods to another company in the same group it will recognise revenue and profit in 
its individual financial statements. However, from the point of view of the group, no sale has taken place, 
because the goods are still held by the group. The sale must therefore be eliminated from revenue and the 
unrealised profit must be eliminated from group inventory. 



*u 



Answers 



concerned, they do not represent amounts due to or from third parties. 

32 Preparation question: Simple consolidation 

BOO GROUP - CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDED 31 DECEMBER 20X8 

SO DO 

Reven ue (5,000 + 1, 000 - 1 00) 5,900 

Cost of sales {2,900 + 600 - 80) (3,420 ) 

Gross profit 2,480 

Other expe rises (1 , 700 + 320) (2,020) 

Profit before tax 460 

Tax (130 + 25) (155) 

Profit for the year 305 
Profit attributable to 

Owners of the parent 294 

Non-controlling interest (20% x 55) 11 

305 



CONSOLIDATED STATEMENT OF CHANGES IN EQUITY (retained earnings only) 

$000 
Opening retained earnings (230 + (185 x 80%)) 378 

Total comprehensive income for the year 294 

Closing retained earnings 672 

CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X8 

$000 $000 

Assets 

Non-current assets (2,000 * 200 - 80) 2,120 

Current assets 

Inventory (500 + 120 + 80) 700 

Trade receivables (650 - 1 00 + 40) 590 

Bank and cash (390 + 35) 425 

1,715 

Total assets 3,835 

Equity and liabilities 

Equity attributable to owners of the parent 

Share capital (Boo only) 2,000 

Retained earnings (W3) 672 

2,672 
Non-control I ing inte rest (W4 ) 68 

Total equity 2,740 

Current liabilities 











1,095 


Total equity and liabilities 




3,835 


Workings 






1 


Group structure 
Boo 










80% since incorporation 








Goose 






Inmn 




r i nM 


2 


Retained earnings 


Boo 


Goose 




Per question 


$000 
500 


$'000 
240 




Unrealised profit (W1) 


480 






Less pre acquisition 
Goose: 80% x 240 


192 


240 




Total, as per Statement of Changes in Equity 


672 




3 


Non-controlling interest 

NCI at acquisition (SC 100 x 20%) 

NCI share of post acquisition retained earnings (240 * 20%) 




$'000 
20 
48 
68 


•1 


inter company issues 

Step 1: Record Goose's purchase 








DEBIT Purchases 

I^QCrUT Dnirahlae 


$100,000 


una nr\n 



CREDIT Closing inventory l/S (COS) 

Step 2: Cancel unrealised profit 

DEBIT COS (and retained earnings) in BOO 
CREDIT Inventory (B/S) 

Step 3: Cancel intragroup transaction 

DEBIT Revenue 
CREDIT Cost ot sales 

Step 4: Cancel intragroup balances 

DEBIT Receivables 
CREDIT Payables 



$20,000 



$100,000 



$100,000 



$100,000 



$20,000 



$100,000 



$100,000 



33 Hideaway 

IAS 24 Related Parlies 

(a) Importance of related party disclosures 

Investors invest in a business on the assumption that it aims to maximise its own profits for the benefit of 
its own shareholders. This means that all transactions have been negotiated at arm's length between willing 
and informed parties. The existence of related parties may encourage directors to make decisions for the 
benefit of another entity at the expense of their own shareholders. This can be done actively by selling goods 
and services cheaply to related parties, or by buying in goods and services at an above market price. It can 
also happen when directors chose not to compete with a related party, or offer guarantees or collateral for 
the other parry's loans. 

Disclosure is particularly important when a business is being sold. It may receive a lot ot custom, supplies, 
services or general help and advice from family or group companies. When the company is sold these 
benefits may be withdrawn. 

Related party transactions are not illegal, nor are they necessarily a bad thing. However shareholders and 
potential investors need to be informed of material related party transactions in order to make informed 
investment and stewardship decisions. 



VU/ 



Answtrs 



( b) Hideaway, Benedict and Depret 

The directors and shareholders of Hideaway, the parent, will maximise their wealth by diverting profitable 
trade into wholly owned subsidiaries. They have done this by instructing Depret (a 55% subsidiary) to sell 
goods to Benedict (a 100% subsidiary) at £5m below fair value. As a result the non-controlling shareholders 
of Depret have been deprived of their 45% interest in those lost profits, amounting to $2.25m. The non- 
group directors of Depret will also lose out if their pay is linked to Depret's profits. 

Because Depret's profits have been reduced, the non-controlling shareholders might be persuaded to sell 
their shares to Hideaway for less than their true value. Certainly potential shareholders will not be willing to 
pay as much tor Depret's shares as they would have if Depret's profits had been maximised. 

The opposite possibility is that the Directors of Hideaway are boosting Benedict's reported performance with 
the intention of selling it off for an inflated price. 

Depret's non-controlling shareholders might be able to get legal redress because the majority shareholders appear 
to be using their power to oppress the non -controlling shareholders. This, however, will depend on local law. The 
tax authorities might also suspect Depret ot trying to avoid tax, especially if Benedict is in a different tax jurisdiction. 



34 Highveldt 



Text reference. Chapter 9. 

Top lips. Don't forget Part (b). There are five marks here tor explaining the purpose of consolidated financial 
statements. Do it first, before getting tied up with Part (a). 

Part (a) Make sure that you read the question before doing anything. You are not asked to prepare a statement of 
financial position; just the goodwill and reserves. This makes the question easier to manage as effectively you are 
just doing the workings without having to tie it all together in a set of financial statements. 

There are quite a tew complications to consider. For each calculation go through each of the six additional pieces of 
information and make appropriate adjustments when relevant. 

Easy marks. Part (b) is 5 easy marks. 

Examiner's comments. Part (a) was unusual in asking for extracts from the statement of financial position. Many 
candidates were confused by this and wasted time preparing a full statement of financial position. Other common 
errors were: fair value adjustments; consolidated reserves; revaluation and share premium reserves; and the cost of 
the investment. 

Part (b) was disappointing as many candidates did not answer the question set, ie why consolidated accounts are 
prepared. 



Marking scheme 



(a) 


(i) 


Goodwill 












- Consideration transferred 




2 






- Non-controlling interest 




1 






- Share capital and premium 




1 






- Retained earnings 




1 






- Fair value adjustments 




2 






- Goodwill impairment 


Maximum 


1 
6 




(ii) 


Non-controlling interest 

- Share capital and premium 

- Retained earnings 

- Fair value adjustment 


Maximum 


1 
2 
1 
4 




(iii) 


Consolidated reserves 






AlHWtK 






UNMCta 






- Share premium 




1 






- Revaluation surplus 




2 






Retained earnings 










-Post acquisition profit 




2 






- Interest receivable 




1 






- Finance cost 




1 






- Goodwill impairment 


Maximum 


1 
8 


(b) 


1 mark per relevant point to 


Maximum 


5 




Grot 




Maximum tor question 


25 


(a) 


ip Structure as at 31 March 20X5 










High veldt 








parent 









OUIIIOUI I 



subsidiary 

Goodwill in Samson 

Sm $m 
Consideration transferred 

80m shares x 75% x $3.50 210 

Deferred consideration; $108m x Vi » 100 

310 

Non-controlling interest /4 

Fair value of net assets at acquisition: 

Carrying value of net assets at 1.4.20X4: 

Ordinary shares 80 

Share premium 40 

Retained earnings 134 

Fair value adjustments (W) j42 

(296) 
88 
Impairment charge given in question (22 ) 

Carrying value at 31 March 20X5 66 

Notes (not required in the exam) 

The goodwill calculation uses the present value of the deferred consideration. During the year the 
$8m discount will be charged to Highveldt's income statement as a finance cost. ( In (a)(iii) retained 
earnings will be adjusted tor this accrued interest.) 

Only the $20m fair valuation is relevant at the date of acquisition. The $4m arising post acquisition 
will be treated as a normal revaluation and credited to the revaluation surplus. (See (a)(iii) below.) 

Samson was right not to capitalise an internally developed brand name because, without an active 
market, its value cannot be measured reliably. Howeverthe fair value of a brand name can be 
measured as part of a business combination. Therefore the $40m fair value will be recognised at 
acquisition and an additional $4m amortisation will be charged in the consolidated income statement. 

At acquisition Samson had capitalised $18m of development expenditure. Highveldt does not 
recognise this as an asset, so the net assets at acquisition are reduced by $1 8m. A further $32m is 
capitalised by Samson post acquisition; this will be written off in the consolidated income statement 
(net of the $10m amortisation already charged). 



lump Mini 



Answers 









(ii) Non-controlling interest in Samson s net assets 




$m 
74 


NCI at acquisition (per question) 




NCI share ot post acquisition retained earnings ((W(iii)) 48 x 25%) 




12 


NCI share of post-acquisition revaluation surplus ((W(iiiJ) 4 x 25%) 




1 


NCI share of goodwill impairment (22 x 25%) 




M 


(i i i) Consolidated Reserves 






Share premium 






The share premium of a group, like the share capital, is the share premium 


ot the parent 


only ($80m) 


Revaluation surplus 




$m 

4 b 


Parent's own revaluation surplus 




Group share of Samson's post acquisition revaluation; $4m x 75% 




3 
48 


Retained earnings attributable to owners of the parent 








Highveldt 


Samson 




$m 


$m 


Per question 


350 


76 


Accrued interest from Samson ($60m x 10%) 


6 


- 


Unwinding of discount on deferred consideration 


(8) 


- 


Amortisation of brand ($40m/10 years) 


- 


H) 


Write off development expenditure as incurred ($50m-$18m) 


- 


(32) 


Write back amortisation of development expenditure 


- 


10 


Unrealised profit 


- 


(2) 




348 


48 


Group share (75%) 


36 




Impairment of goodwill in Samson - group share (22 x 75%) 


J16> 

368 




Working 


$m 




Fair value adjustment: 






Revaluation of land 


20 




Recognition ot fair value of brands 


40 




Derecoanition of capitalised development expenditure 


(18) 





( b) Usefulness of consolidated financial statements 

The main reason for preparing consolidated accounts is that groups operate as a single economic unit, and 
it is not possible to understand the affairs of the parent company without taking into account the financial 
position and performance of all the companies that it controls. The directors of the parent company should 
be held fully accountable for all the money they have invested on their shareholders behalf, whether that has 
been done directly by the parent or via a subsidiary. 

There are also practical reasons why parent company accounts cannot show the full picture. The parent 
company's own financial statements only show the original cost of the investment and the dividends 
received from the subsidiary. As explained below, this hides the true value and nature of the investment in 
the subsidiary, and, without consolidation, could be used to manipulate the reported results of the parent. 

* The cost of the investment will include a premium for goodwill, but this is only quantified and 
reported if consolidated accounts are prepared. 

* A controlling interest in a subsidiary can be achieved with a 51% interest. The full value otthe assets 
controlled by the group is only shown through consolidation when the no n -control ling interest is 
taken into account. 



Answers 



B 



Without consolidation, the assets and liabilities of the subsidiary are disguised. 

A subsidiary could be very highly geared, making its liquidity and profitability volatile. 

A subsidiary's assets might consist of intangible assets, or other assets with highly subjective 

values. 
The parent company controls the dividend policy of the subsidiary, enabling it to smooth out profit 
fluctuations with a steady dividend. Consolidation reveals the underlying profits of the group. 
Over time the net assets of the subsidiary should increase, but the cost of the investment will stay 
fixed and will soon bear no relation to the true value of the subsidiary 



35 Parentis 



Text reference. Chapter 9. 



aeTerrea consideration, tair value aajustment ana imra-group trading, it was important to deal metnoaicany witn 
these issues and not spend too long on anything you were unable to deal with. 

Easy marks. You should have been able to score well on the property, plant and equipment and the goodwill 
calculation. You may not have been able to deal with the discount on the deferred consideration, but you would only 
have been penalised tor this once. 

Examiner's comments. This was the best answered question by most candidates. Common errors involved: 

Incorrect cost of investment - dealing with share exchange and deferred consideration. 

Post-acquisition adjustments - unrealised profit additional depreciation, write down of intellectual property. 

Excluding the parent company loan note, on the mistaken assumption that it was an intragroup item. 



Marking scheme 



Non-current assets 

Goodwill (1 for impairment) 

Inventory 

Trade receivables 

Receivable re intellectual property 

Bank 

Equity shares 

Share premium 

Retained earnings 

Non-controlling interest 

10% loan notes 

Trade payables 

Deferred consideration 

Overdraft 

Tax liability 



Marks 

2 

7 
1 
1 
1 

'h 



4 

1 
1 
1 
1 



Available 
Maximum for question 



26 
2 b 



VLJs 




Answers 


lull— It in 




\ 


PARENTIS GROUP: CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X5 


t 






$m 


Assets 






Non-current assets 






Property, plant and equipment (640 + 340 + 38 


(WBJ) 


1,018 


Goodwill (W3) 




114 
1,132 


Current assets 






Inventory (76 + 22-2 (W6)) 




96 


Trade receivables (84 + 44-4 (W7) - 7 intragroup) 


117 


Government compensation receivable 




10 


Cash (4 + 4) 




3 
231 


Total assets 




1,363 


Equity and liabilities 






Equity attributable to owners of the parent 






Equity shares 25c (300 + 75 (W2)) 




375 


Share premium 




150 


Retained earnings (W4) 




270 
795 


Non-controlling interest (W5) 




89 




884 


Non-current liabilities 






10% loan notes (120 + 20) 




140 


Current liabilities 






Trade payables (130 + 57-7 intragroup) 




180 


Deferred consideration (discount unwound) 




66 


Tax payable (45 + 23) 




68 


Overdraft 




25 





. T-"B 






' 




Workings 








1 Group structure 








Parentis 










75% 








Offspring 








2 Investment in Offspring 

Parentis shares (600/2 x 0.75) (sc 75/premium 150) 

Loan note 

Deferred consideration 

Discount on deferred consideration (66/1.1 x 0.1 ) 




$m 
225 
120 

66 

(6) 
405 


■a 


Answers 








3 Goodwill 

Consideration transferred (W2) 

FV of non-controlling interest at acquisition 


$m 


$m 

405 

97 




FV net assets at acquisition: 

Share capital 

Retained earnings 

Fair value adjustment (W8) 


200 

120 

40 


(360) 

4 Al\ 



114 

Retained earnings 

Opening balance 

Loss on intellectual property (30 - 10) 

Unrealised profit 

Additional depreciation (W8) 

Group share 75% 

Goodwill impairment (28 x 75%) 

Unwinding of discount (as per W2) 

Non-controlling interest 

Fair value ot NCI at acquisition 

NCI share of post acquisition retained earnings ({W4) (4) * 25%) 

Share of goodwill impairment (28m x 25%) 

Unrealised profit 
$6mx5/1S = S2m 

DR retained earnings/CR Group inventories 
Cash in transit 

DR Cash $4m/CR Receivables $4m 
Fair value adjustment 



Properties 



Parentis 


Offspring 


$m 


$m 


300 


20 




(20) 




(2) 









(1) 


(3) 




(21) 




J® 




270 




$m 




97 




(1) 




(7) 




89 





Acquisition 


Movement 


Year end 


1.4JC6 


i'1 yea'') 


31.3.X7 


40 


(2) 


38 



&JJJ *»»" 

IusmcMhii 



36 Pedantic 



Text references. Chapters 9 and 10 

Top lips. The first point to note here is that the subsidiary was acquired mid-year. Remember this when it comes to 
preparing the income statement and working out the depreciation on the fair value adjustment. This question had 
lots to do but no real problems. Get the formats down, note the adjustments on the question paper and then start 
working through. 

Easy marks. There were lots of easy marks here. The income statement needed no real working out apart from cost 
of sales and non-controlling interest. There were lots of marks available in the statement of financial position even if 
you did not get the goodwill quite right. Correctly calculating the figures from the share exchange would have 
gained you marks on goodwill, share capital and share premium. 

Examiner's comments. This question was generally well answered by most candidates. The two areas of serious 
errors were: 

• Failure to time apportion the results of the subsidiary 

■ Proportional consolidation of 60% of the subsidiary's figures. 



Marking scheme 



Marks 



(a) Income statement: 

revenue 1 te 

cost of sales 3 

distribution costs Vt 

administrative expenses 1 

finance costs 54 

income tax Vi 





(b) Statement ot financial position: 








property, plant and equipment 


2 






goodwill 


b 






current assets 


1 1 ^ 






equity shares 


1 






share premium 


1 






retained earnings 


2 






non-controlling interest 


2 






1 0% loan notes 


>> 






current liabilities 


1 


16 




Total tor question 




25 


mJ 


Answers 








PEDANTIC 








CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDED 30 SEPTEMBER 20X8 




$'000 




Revenue (65,000 + (42,000 x 6/12) -8,000 (W7)) 




98,000 




Cost of sales (W8) 




(72,000) 




Gross profit 

rv:-.i_:i.,. *:.... —.-t- Vrt rtrtJI , jft rtrtrt CM ft is 




26,000 



finance costs (juu + (4W x wri)) (auu j 

Profit before tax 14,900 

I ncome tax expen se (4 , 700 + ( 1 ,400 >-. 6/1 2 ) (5,400 ) 

Prof it for the year 9,500 
Profit attributable to: 

Owners of the parent 9,300 

Non-controlling interests (W4) 200 

9,500 

PEDAMTIC 

STATEMENT OF FINANCIAL POSITION AT 30 SEPTEMBER 20X8 

$'000 
Non-current assets 

Property, plant and equipment (40,600 + 12,600 + 1 ,800 (W6)) 55,000 

Goodwill (W2) 4,500 

59,500 

Current assets (W9) 21 ,400 

Total assets 60,900 

Equity attributable to owners of the parent 

Share capital (1 0,000 + 1 ,600 ( W5 ) ) 1 1 ,600 

Share p re m iu m (W5) 8 ,000 

Retained earnings (W3) 35,700 

55,300 
Non-controlling interests (W4) 6,1 00 

61,400 
Non-current liabilities 

10% loan notes (3,000 + 4,000) 7,000 

Current liabilities (8 ,200 + 4 , 700 - 400 (W1 0) ) 12,500 

60,900 

Workings 

1 Group structure 

Pedantic 
1.4.X8 

Sophistic 

2 Goodwill 

$'000 $'000 

Consideration transferred (W5) 9,600 

Fair value of non-controlling interests 5,900 

Less: Fair value of net assets at acquisition: 



60% Mid-year acquisition. 6 months before year end. 



Fair value adjustment (W6) 


2,000 


(11,000) 


Goodwill 




4,500 


e>' 




Answers 


luuratou 






3 Retained earnings 




\ 




Pedantic 


Sophistic 




$000 


$000 


Per question 


35,400 


6,500 


Movement on FV adjustment (W6) 




(200) 


PUP (W7) 




(800) 


Pre- acquisition (W2) 




(5,000) 

500 


Group share (500 x 60%) 


300 
35,700 




4 Non-controlling interests 






INCOME STATEMENT 




$000 


Post acquisition profit of Sophistic (3,000 x 6/12) 




1,500 


PUP (W7) 




(800) 


Movement on FVA (W6) 




(200) 
500 


x40% 




200 


STATEMENT OF FINANCIAL POSITION 




$000 


NCI at acquisition (W2) 




5,900 


NCI share of post acquisition retained earnings {(W3) 500 * 40%) 




200 
6,100 


5 Share exchange 








DP, 


CR 





Share capital of Pedantic (1,600 >-- $1) 
Share premium of Pedantic (1,600 x $5) 






1,600 
8,000 


6 


Fair value adjustments 
Plant (*$2m/5 x 6/12) 


$.000 
Acq'n 
1 .4.X8 
2,000 


$'000 
Mov't 
6/12 

(20o;r 




$'000 
Year end 
30.9.X8 

1,800 


1 


Intragroup trading 

Cancel intragroup sales/purchases: 

Sales 

Purchases 






DR 
8,000 


CR 

8,000 




Eliminate unrealised profit: 

Cost of sales/retained earnings ((8,( 

Inventories (SOFP) 


)00- 5,200) x 40/140) 




800 


800 


8 


Cost of sates 

Pedantic 

Sophistic (32,000 * 6/12) 
Movement on FV adjustment (W6) 
Intragroup purchases (W7) 
Unrealised profit (W7) 








$,000 
63,000 
16,000 

200 
(8,000) 

800 
72,000 


iumn 








8^ 

llfHCttn 


9 


Current assets 

Pedantic 

SoDhistic 








$000 

16,000 

6.600 



\ 1 



PORT GROUP STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER 20X4 



346 



Adjustments Group 

$000 
Assets 
Non-current assets 

Goodwill (W2) 275 

Property, plant and equipment 1 00 + 3,000 3,100 

Investments 
Loan to Alfred 2,300 + (2,300) 

Other investments 600 + 600 

3,975 



Cash in transit (W10) 200 

21,400 

10 Cash in transit 

DR CR 

Receivables 

Payables 400 

Group cash 200 

37 Preparation question: Acquisition during the year 

PORT GROUP: CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDING 31 DECEMBER 20X4 

Port Alfred Adjustment Group 
2/12 

$'000 $000 $'000 

Revenue 100 166 266 

Cost of sales (36) (43) (79 ) 

Gross profit 187 

Interest on loan to Alfred 276 - (46) 230 

Other investment income 158 - 158 

Operating expenses (56) (55) (111) 

Finance costs - (46) 46 

Profit before tax 464 

Taxation (112) (6) (118 ) 

Prof it for the year 346 

Profit attributable to: 

Owners of the parent 342 

Non-controlling interest (W5) 4 



lull— fall 



Answers 



Equity and liabilities 

Equity attributable to owners of the parent 

$1 equity shares 

Share premium 

Retained earnings 

Non-controlling interest 
Total equity 
Non-current liabilities 

Loan from Port 
Current liabilities 

Sundry 
Total equity and liabilities 

Workings 

1 Group structure 
| Port 



Adjustments 


Group 




$'000 


;w3) 


235 


fW3) 


1,115 


(W4) 


2,912 




4,262 


(W5) 


129 




4,391 



+ 2,300 
200 + 323 



(2,300) 



75% Subsidiary 
Two months only 



523 

,914 



Alfred 



uonsiaerauon iransierrea ^snaresj 




<3DV 


Non-controlling interests at acquisition 




125 


Net assets at date of acquisition (Note) 






Share capital 


100 




Share premium 


85 




Retained earnings: 






Opening (331 - 96) 235 






Add: accrued profit for the year: $96,000 x 1 0/12 80 






Pre-acquisition retained earnings 


315 


(500) 


Goodwill 




275 


Note. The net assets at the date of acquisition are also calculated by time-apportioning profits. The share 


capital and retained earnings brought forward obviously all arose before 


acquisition. The 


profit for the year is 


assumed to have arisen evenly overtime. 






3 Issue of shares 






Draft 


New issue 


Revised 


$000 


$000 


$000 


Share Capital 200 


35 


235 


Share Premium 500 


615 


1,115 


Fair value of proceeds 


650 




4 Group retained earnings 


Port 


Alfred 




S'000 


$'000 


Per question 


2,900 


331 


Less pre acquisition (W2) 




(315) 
16 


Share of Alfred: {16 x 75%) 


12 
2,912 




Imnn 




^JJJ 

l uH ii 









rtHrUitie otaic/r{e\fi 



The rule here is to time apportion the non-controlling interest in the subsidiary acquired during the year. 
After all, you can only take out in respect of the non-controlling interest what was put in the first place. So, if 
two months were consolidated then two months of no n -control ling interest will be deducted. 



$96,000x2/12x25% = $4,000. 
Statement of financial position 

NCI atacquisition (W2) 

NCI share of post-acquisition retained earnings ({W4) 16 * 25%) 



>"000 

125 
_4 

129 



38 Hillusion 



Text reference. Chapters 9 and 10. 

Top tips. Don't forget Part (b) There are five quick and easy marks here, but to score them all you must use 
numbers from your answer to Part (a). So, do Part (b) as soon as you have calculated the unrealised profit. 

Part (a) This is a straightforward consolidation apart from dealing with NCI affair value. Remember that goodwill 
impairment also affects NCI in the income statement. 

(Although Hillusion intends to sell Skeptik within two to three years, Skeptik must still be consolidated. IAS 27 only 
allows non-consolidation if the subsidiary was acquired with the intention of selling it within twelve months.) 

1 Sketch out the group structure, noting percentage holdings and the date of acquisition. 

2 Prepare a pro-torma income statement and statement of financial position for your answer. 

3 Calculate the carrying value of the goodwill in the subsidiary, and the impairment charge in the income 
statement. 

4 Calculate the Group retained earnings. 

5 Calculate the profit attributable to the parent and to the non-controlling interest. 

6 Calculate the non-controlling interest for the statement of financial position. 

7 Note the adjustments for fair valuations, inter-company balances, inter-company trade and unrealised profit. 

Easy marks. Part (b) is 5 easy marks. 

Examiner's comments This was a fairly straightforward consolidated income statement and statement of financial 
position. The adjustments involved were simpler than if just one statement had been required. The main concern 
was that a number of candidates used proportional consolidation to account for the subsidiary. 

Part (b) was generally well understood and answered. However some candidates chose to answer how such profits 
arise and how they are eliminated. The question asks why they are eliminated. Many candidates either did not 
answer this question or based their answer on the group statement instead of the entity's statements. 



Iiiii— It ill 



Marking scheme 



(a) Income statement 
Sales revenue 
Cost of sales 

Operating expenses including goodwill 
Loan interest 
Tax 

Non-controlling interest 
Retained earnings b/f 
Statement of financial position: 
Goodwill 

Property, plant and equipment 
Current assets 
Retained earnings 
Non-controlling interest 
1 0% loan notes 
Current liabilities 



Answers 



Marks 

2 









(b) 


1 mark per relevant point to Maximum 


5 




Maximum for question 


25 


(a) 


THE HILLUSION GROUP 

CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDED 31 MARCH 20X3 


$'000 




Sales revenues (60,000 + ( 3 / 12 24,000) - 12,000 (W5)) 


66,000 




Cost of sales (42,000 + ( 9 / 12 20,000) - 12,000 + 500 (W5> + 600 (W4)) 


(46,100) 




Gross profit 


19,900 




Operating expenses (6,000 + (200 x s / 12 ) + 300 (W3J) 


(6,450) 




Finance costs (200 >; 3 /. £ less 75 income) 


(75) 




Profit before tax 


13,375 




Income tax expense (3,000 + (600 >; 9 /- a )) 


(3,450) 




Profit for the year 


9,925 




Profit attributable to: 






Owners of the parent 


9,655 




Non-controlling interest ((3,000 * % z ) - 600 (W6)) x 20% ■ 60 (W3)) 


270 
9,925 




CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X3 


$000 




Assets 






Non-current assets 






Property, plant and equipment (19,320 * 8,000 + 2,600 fair valuation (W6)) 


29,920 




Goodwill (W3) 


1,130 




Investments (1 1 ,280 - 1 0,280 (W5) - 1 ,000 loan notes) 


31,050 




Current assets (1 5,000 1 8,000 - 500 unrealised profit (W5) - 750 inter-company) 


21,750 




Total assets 


52,800 


Mnmn 





Equity and liabilities 

Equity attributable to owners of the parent 
Share cap ita I ( Pa rent only) 10, 000 

Retained earnings (W4) 26,180 

36,180 
N on -contro Hi ng i nterest (W7 ) ) 2,770 

Non-current liabilities (0 + 2,000 - 1 ,000 loan notes) 1 ,000 

Current liabilities (1 0,000 + 3,600 - 750 inter-company) 12,850 

52,800 

Workings 

1 Group Structure as at 31 March 20X3 



Hillusion 



80% purchased tor $1 0.28m on 1 July 20X2. 
Skeptik is Hillusion's subsidiary for 9 / 1£ of the year. 



Skeplik 



Timeline 



31.3.X3 



1.4X2 Hillusion 1.7X2 



10O%Skeptik 9 /u(NCI2O%) 

Goodwill in Skeptik 

$000 $'000 

Consideration transferred 1 0,280 

Non-controlling interests {at 'full' fair value) 2,500 

Fair value of net assets at acquisition: 

Share capital 2,000 

Opening retained earnings 5,400 

Time apportioned profits for the year; $3m x 3 A £ 750 

Fai r va lue increase for the p lant 3,200 

(11,350 ) 

1,430 

Impairment losses (300; 



Retained earnings attributable to owners of the parent 



1,130 
Hillusion Skeptik 






Pre-acquisition reserves - (6,150) 

Provision for unrealised profit (W5) (500) 

Depreciation on fair valuation (W6) (600) 

25,100 H ,65o' 
Group share (80%) 1,320 
Group share of impairment losses (300 * 80%) (240) 

26.180 

Intra group trade and the provision for unrealised profit 

Group revenues and cost of sales are reduced by the $12m of intra-group sales at invoiced value. 
This adjustment does not affect profits. 

An adjustment is made for the unrealised profit on goods sold by Hillusion to Skeptik but still unsold 
at the year-end. This increases the cost of sales in the income statement and reduces the value of the 
inventories in the statement of financial position. The gross profit margin was 25% ($3m/$12m). 




IiwgNdii 


Answers 






$000 
Goods unsold at the year-end; $12m - $1 0m 2,000 
Unrealised profit: $2m x 25% 500 




6 


Fair valued plant 

$'000 
Fair value at acquisition 3,200 
Depreciation over four years tor nine months; $3.2m xux 9 / 1£ L/S (600) 
Carrying value of licence 31 March 20X3 2,600 

The extra $600,000 depreciation is taken into account when apportioning the profit for the year 
between the parent and the non-controlling interest. It also affects the group's retained earnings in 
the statement of financial position. 




1 


Non-controlling interests 

$000 

NCI at acquisition (W3) 2,500 

NCI share of post acquisition retained earnings ((W4) 1 ,650 x 20%) 330 









(b) Unrealised profits 

Unrealised profits arise when group companies trade with each other. In their own individual company 
accounts profits and losses will be claimed on these transactions, and goods bought from a fellow group 
company will be recorded at their invoiced cost by the purchaser. 

However, consolidated accounts are drawn up on the principle that a group is a single economic entity. From 
a group point of view, no transaction occurs when goods are traded between group companies, and no 
profits or losses arise. Revenue and profits will only be claimed when the goods are sold onto a third party 
from outside of the group. 

In this example, Hillusion sold $12m of goods to Skeptik making a profit of $3m. The sale by Hillusion and 
the purchase by Skeptik must be eliminated from the group income statement. This adjustment will not 
affect profits because both the sales and the purchases have been reduced by the same amount. 

By the year-end Skeptik had sold $10m of these items making a profit of $5m. From a group point of view, 
the profit on these items, including their share of the profit claimed by Hillusion, has now been realised. 
However, Skeptik still has $2m of goods bought from Hillusion. This valuation includes an element of profit 
($500,000) that has not yet been realised and needs to be eliminated. This will reduce the carrying value of 
the inventory to the amount originally paid for them by Hillusion. If unrealised profits were not eliminated, 
then groups could boost their profits and asset values by selling goods to each other at inflated prices. 

A future purchaser of Skeptik would obviously review Skeptik' s own financial statements. These show a 
$3.6m profit before tax, which gives a very healthy 15% net profit on revenues. However, over 60% of 
Skeptik's revenue comes from selling goods supplied by Hillusion. The gross profit earned on these items is 
$5m, which is more than the $4m gross profit for the company as a whole. A new owner might not get such 
favourable terms from Hillusion, leaving them with the loss making products. Nobody would be interested in 
buying such a business, but this information cannot be gleaned from the entity's own financial statements. 



Answers lL^ 
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39 Hydan 



Text reference. Chapters 9 and 10. 

Top tips. Note that Systan made a loss in the post-acquisition period - therefore the retained earnings at 
acquisition were higher than the retained earnings at the year end. This means that, in the income statement, the 
non-controlling interest will be allocated their share of a loss. This is unusual - do not be put off by it. 

Easy marks. In this question you had to deal with NCI at fair value and post-acquisition loss in Systan. There were 
no other major complications. You were told what the additional depreciation was on the fair value adjustment, and 
the unrealised profit calculation was simple. The rest was straightforward consolidation procedure, with easy marks 
tor issues such as cancelling out the intercompany loan. 

The information in the question and your answer will have told you all you needed to know to answer (b), and there 

were five easy marks available there 

Examiner's comments. The most common errors in this question were: 

• Incorrect cost of investment. Some candidates included the loan and some were unable to calculate the 

value of the shares 

• Post-acquisition results of subsidiary treated as profits 

• Fair value adjustments omitted 

• Problems with non-controlling interest 

• Errors dealing with intra group transactions, tax relief and unrealised profit 



Marking scheme 



Marks 

Income statement 

Revenue 2 

Cost of sales 3 

Operati ng expe nses incl ud ing 1 mark tor g oodwill 2 

Interest receivab le/payabl e 1 

Income tax 1 

No n -control ling interest 2 
Statement ol financial position 

Goodwill 3 





Current assets/current liabilities 






2 






7% bank loan 






' 






Elimination of 10% intra-group loan 






' 






Non-controlling interest 






2 






Share capital and share premium 






J 






Retained earnings 




Available 
Maximum 


2d 


3D 


(b) 


1 mark per relevant point to 




Maximum 




5 






Maximum 


tor question 




25 



Iiiii— Mi m 



Answers 



(a) HYDAN CONSOLIDATED INCOME STATEMENT YEAR ENDED 31 MARCH 20X6 

Revenue (98,000 + 35,200 - 30,000 intra-group) 

Cost of sales {76,000 + 31,000-30,000 intra-group + 200 (W6) + 300 (W7)) 

Gross profit 

Operating expenses (1 1 ,800 + 8,000 + 375 (W2)) 

Interest receivable (350 - 200 intra-group (4,000 x 10% m a / 12 )) 

Finance costs 

Profit before tax 

Income tax expense (4,200 - 1 ,000) 

Profit for the year 

Profit attributable to: 
Owners of the parent 
Non-control lino interest fW4\ 



$000 
103,200 
(77,500) 
25,700 
(20,175) 
150 
(420 ) 
5,255 
(3,200) 
2,055 

3,605 
f 1.5501 



HYDAN CONSOLIDATED STATEMENT OF FINANCIAL POSITION AT 31 MARCH 20X6 

$000 
Non-current assets 

P roperty, p lant an d eq u i pm e nt ( 1 8 .400 + 9,500 + 1 .200 - 300 (W7 ) ) 28,800 

Goodwill (W2) 3,025 

Investments (16,000 - 10,800 (W2) - 4,000) 1 ,200 

Current assets (1 8,000 + 7,200 - 200 (W6) - 1 ,000 intra-group) 24,000 

Total assets 57,025 
Equity and liabilities 

Equity attributable to owners of the parent 

Ordinary shares of $1 each 1 0,000 

Share premium 5,000 

Retained earnings (W3) 1 7,675 

32,675 

Non-controlling interest (W5) 4,050 

36,725 
Non-current liabilities 

7% bank loan 6,000 

Current liabilities (11,400 + 3,900 - 1,000 intra-group) 14,300 

Total equity and liabilities h 1 ,0 25 

Workings 

1 Group structure 
Hydan 

60%1.10.X5 

Systan 

Goodwill In Systan 

Consideration transferred (1,200 * $9) 
Non-controlling interests (at full' fair value) {800 * $7) 

Fair value of net assets at acquisition: 

Ordinary shares 

Share premium 

P re-acquisition reserves (6,300 + 3,000) 

Fair value adjustment 

Goodwill 

Impairment losses 
Carrying value 



$'000 


$000 




10,800 




5,600 


2,000 




500 




9,300 




1,200 






(13,000) 




3,400 




(375) 




3,025 



imnn 




lau™.fci* 




3 Group retained earnings 










Hydan 


Systan 






$'000 


$000 




Per question 


20,000 


6,300 




Pre-acquisition 




(9,300) 




Unrealised profit in inventory (W6) 




(200) 




Additional depreciation (W7) 




(300) 
(3,500) 






20,000 


Group share of Systan ((3,500) x 60%) 


(2,100) 






Goodwill impairment (375 x 60%) 


(225) 
17,675 






4 Non controlling interest income statement 




$000 




Post-acquisition loss 




(3,000) 




Unrealised profit in inventory (W6) 




(200) 




Additional depreciation (W7) 




(300) 




Adjusted loss 




f 3,5O0) 




Non -controlling share 40% 




(1,400) 




Goodwill impairment (W2) 




(150) 
(1,550) 




5 Non-controlling interest statement of financial position 




S'000 




NCI at acquisition (W2) 




5,600 




NCI share of post acquisition retained earnings ((W3) (3,500) x 40%) 




(1,400) 




NCI share of impairment losses (375 x 40%) 




(150) 








4,050 




6 Unrealised profit 




$000 




Goods sold by Systan to Hydan and still in inventory 




4 r 000 




Unrealised profit- 5% of selling price to Hydan 




200 




Dr Retained earnings (Systan) 


200 






Clr firm in inuontnrv 


?nn 







Property, plant and equipment (Note (i)) 
Additional depreciation 



At acquisition 




date 


Movement 


At31.3.X6 


$000 


$'000 


$'000 


1,200 




1,200 




{300) 


(300) 


1,200 


(300) 


900 


I 


I 


1 




Retained 




loodwill 


earnings 


PPE/NCI 



(b) If we look at Systan's p re-acquisition operating performance, we can see a gross profit margin of 25% and a 
net profit margin of 15%. During the post-acquisition 6-month period revenue is up by 46% but the gross 
profit margin is only 1 2% and the company has made a net loss of 8.5%. Clearly this requires some 
explanation. 

Hydan obtained a controlling interest in Systan in order to secure its supplies of components. In the post- 
acquisition period $30m of Systan's $35m sales were to Hydan and realised 5% gross profit. In order to 
compensate for this, Systan has substantially increased the price charged to its other customers to give a 
50% gross profit margin on those sales. The eventual result of this may be that it will no longer have any 
other customers. 



Irin—iUhm 



Systan's results for the second half-year have also suffered from a large rise in operating expenses - from 
$1.2m in the pre-acquisition half year to $8m in the post-acquisition half year. It looks as though Systan has 
been charged a large share of group operating expenses. Hydan itself has operating expenses for the year of 
$1 1 .8m on a revenue of $98m, while Systan has expenses of $8m on 6 months revenue of $35m. As there 
are no current account balances outstanding, Systan has obviously had to pay the intra-group portion of this 
$8m, facilitated by a loan from Hydan at 10%. At the same time, Hydan owes Systan $1 m on which no 
interest is being paid. 

The overall conclusion must be that Systan's position has been adversely affected by the acquisition and by 
the resulting related party transactions. Hydan has used transfer pricing and inter-company charges to 
transfer orofits from the subsidiary to the uarent comnanv. thus benef ttina its own shareholders at the 



40 Pandar 

Text references Chapters 9 and 1 

Top lips This question involves calculation of goodwill and then a consolidated income statement with NCI at FV. 
This is a mid-year acquisition, so the subsidiary's results need to be apportioned. The other point to note is that the 
subsidiary's interest payable needs to be fully attributed to the post-acquisition period. 

Easy marks There were easy marks to be earned on the goodwill calculation even if you failed to get the reserves 
right and the investment in associate was quite straightforward. Easy marks could also have been earned on the 
unrealised profit and the line items of the income statement. 

Examiner's comments. This was generally well answered. Main areas where errors were made were: in part (a) not 
charging the interest on the 8% loan entirely to the post-acquisition period, not calculating NCI at FV and not time- 
apportioning the losses of the associate; in part (b) there were some problems with depreciation and amortisation. 



Marking scheme 



Marks 



(a) (i) Goodwill of Salva: 

Consideration 2 

Net assets acquired calculated as: 

Equity shares 1 

Pre-acquisition reserves 2 

Fair value adjustments J_ 

6 
(ii) Carrying value of Ambra 

Cost 1 

Share of post-acquisition losses 1 

Impairment charge _1 

3 

(b) Income statement: 

Revenue 2 

Cost of sales 4 

Distribution costs and administrative expenses 1 

Investment income 2!/i 

Finance costs 1 V4 

Finance costs 1 

Share of associate's losses and impairment charge 1 

Income tax 2 

Non-controlling interests 1 



■a 


Answers 








(a) 


(i) Goodwill 

$'000 
Consideration transferred (120m * 80% x 3/5 x $6) 
Non-controlling interest (120m x 20% x $3.20) 
FV of identifiable net assets acquired: 

Share capital 120,000 
Reserves (152,000 + ((21,000 + (W3) 2,000') x 6/12)) 163,500 
FV adj ustments (W2) 25 ,000 

* Note that the interest on the loan note is a post-acquisition cost for Salva, so i1 
the purpose of calculating pre-acquisition reserves. 

( ii) Investment in Amhra 

Cost (40m x 40% x $2) 

Share of post-acquisition loss (5,000 x 40% x 6/12) 

Impairment loss 


$'000 
345,600 
76,800 

(308,500) 
113,900 

is added back for 

$'000 
32,000 
(1,000) 
(3,000) 
28,000 






(b) 


PANDAR GROUP 

CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDED 30 SEPTEMBER 2009 

Revenue (210,000 t (1 50,000 x 6/12) - (W4) 15,000) 
Cost of sales (W5) 
Gross profit 


$'000 

270,000 

(162,500) 

107,500 








Distribution costs (11,200 * (7,000 x 6/12) 


(14,700) 








Administrative expenses (16,300 + (9,000 x 6/12) 


(22,800) 








Investment income (W6) 


1,100 








Finance costs (W7) 


(2,300) 





Income fax expense (1 5,000 + (10,000 n 6/1 2)) 
Profit for the year 
Profit attributable to: 
Owners of the parent 
Non-controlling interest (W8) 

Workings 

1 Timeline 



Par da f 



(20.000] 
44 ,800 

43,000 

1,600 

44,600 



1.10.2008 



Salva - subsidiary + NCI x 6/12 

«< ► 

Am bra - associate x 40% * 6/1 2 

1.4.2009 30.9.20O9I 



ii hi— it in 



Answers 



Non-controlling interest 

Salves post acquisition profit ({21,000 - 2.000(a)) x 6/12) 
Depreciation on FVA (W2) 



20% 



S'000 
9,500 
(500 ) 
9,000 

1,800 



Movement 


rear ena 




30.9.09 


$'000 


$'000 


(500) 


4,500 


- 


20,000 




24,500 



Acquisition 
1.4.09 

$'000 
Plant ( 1 7,000 - 1 2,000) 5 .000 5000/5 x 6/1 2 

Domain name 20,000 

25,000 

Infragroup interest 

Interest 50,000 * 8% x 6/12 = $2,000 
Dr Finance income/Cr Finance costs 

Infragroup trading 

Cancel intragroup sales/purchases: 

Dr Revenue 15,000/Cr Cost of sales 15,000 

Unrealised profit 15,000 x 1/3 x 20%: 

Dr Cost of sales 1 ,000/Cr Inventories (SOFP) 1 ,000 

Cost of sales 

S'000 
Pandar 126,000 

Salva (100,000x6/12) 50,000 

Intragroup (W4) (15,000) 

Depreciation on FVA (W2) 500 

U n rea lised profit ( W4) 1,000 

162,500 



Investment income 

S'000 
Pandar 9,500 

Intragroup interest (W3) (2,000) 

Intragroup dividend (8,000 x 80%) (6,400 ) 

1,100 



Finance costs 

S'000 
Pandar 1,800 

Salva ({3,000 - 2,000) x 6/1 2) + 2,000) 2,500 

Intragroup (W3) (2,000 ) 

2,300 



Imam 
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41 Preparation question: Laurel 








STATEMENT OF FINANCIAL POSITION 








Laurel Group - Consolidated statement of financial position as at 31 December 


20X9 


I'm 




Non-current assets 








Property, plant and equipment (220 + 160 + (W7) 3) 




383 




Goodwill (W2) 




9 




Investment in associate (W3) 




96.8 
488.8 




Current assets 








Inventories (384 + 234 - (W6) 10) 




608 




Trade receivables (275 + 166) 




441 




Cash (42 + 10) 




52 
1,101 
1,589.8 




Equity attributable to owners of the parent 








Share capital - $1 ordinary shares 




•icic- 




Share premium 




le 




Retained earnings (W4) 




326.8 
742.8 




No n -control ling interests (W5) 




47 
789.8 




Current liabilities 








Trade navahloc (4^7 a !U4l 




annn 





Workings 












1 Group structure 










Laurel 










80% 
1.1. X7 


\ 40% 
\ 1.1.X7 










lardy Comic (associate) 










$64m $24m Pre acq'n ret'd earnings 










2 Goodwill 










Consideration transferred 

N on -controlling interests {at 'full' fair value) 


I'm 


$'m 

160 

39 






Fair value of net assets at acq'n: 
Share capital 
Share premium 
Retained earnings 
Fair value adjustment (W7) 

Impairment losses 


3 
12 


(175) 
24 

(15) 
9 






luaaaglhni 






Answers 




3 Investment in associate 
Cost of associate 




$'m 
70 

•5A r> 







impairment losses 




96.8 




Consolidated retained earnings 










Laurel 


Hardy i 


Oomic 




$'m 


I'm 


$m 


Per question 


278 


128 


97 


Less: PUP re Hardy (W6) 


(10) 






PUP re Comic (W6) 


(2.4) 






Fair value adjustment movement (W7) 




(9) 




Less: p re-acquisition retained earnings 




^4! 


(24) 






J55 


73 


Group share of post acquisition retained earnings: 








Hardy (55 * 80%) 


44 






Comic (73 x 40%) 


29.2 






Less: group share of impairment losses {15 k 80%) 


(12.0) 
326.8 






Non-controlling interests 




$'m 




Non-controlling interests at acquisition (W2) 




39 




NCI share of post acquisition retained earnings: 








Hardy (55 * 20%) 




11 




Less: NCI share of impairment losses (15 ■< 20%) 




m 

47 





Unrealised profit 

Lau rel ' s sales to Hardy: $32m - $22m = $1 Om 

DR Retained earnings (Laurel) 
CR Group inventories 



$10m 
$10m 



Laurel's sales to Comic (associate) ($22m- $10m) x J4 x 40% share = $2.4 m. 



DR Retained earnings (Laurel) 
CR Investment in associate 

Fair value adjustments 



$2.4 m 
$2.4 m 



At acquisition 
date 
$'m 



Movement 



S'm 



At year 
end 
$'m 



'Extra depreciation $1 2m x V* \ \ T 


Goodwill Ret'd PPE 


earnings 


Answers 9*!M/' 


42 Preparation question: Tyson 


STATEMENT OF COMPREHENSIVE INCOME 


Tyson Group - Consolidated statement of comprehensive income for the year ended 31 December 20X9 


$'m 


Reve n ue (500 + 1 50 - 66) 584 


Cost of sales (270 + 80 - 66 + (W3) 16) (302) 


Gross profit 282 


Other expenses ( 1 50 + 20 + 1 5) (1 85) 


Finance income (15 + 10) 25 


Finance costs (20) 


Share ot profit of associate [(10 * 40%) - 2.4*] 1 .6 


Profit before tax 103.6 


I nco me tax expe nse (25 + 1 5) (40 J 


PROFIT FOR THE YEAR 63.6 


Other comprehensive income: 


Gains on property revaluation, net of tax (20 + 10) 30 


Share ot other comprehensive income of associate (5 ■< 40%) 2 


Other comprehensive income for the year, net ot tax 32.0 


TOTAL COMPREHENSIVE INCOME FOR THE YEAR _95.6 



Non-controlling interests (W2) 

Total comprehensive income attributable to: 
Owners of the parent (95.6 - 4.4) 
Non-controlling interests (W2) 



2.4 



63.6 

91.2 

4.4 

95.6 



Impairment losses could either be included in expenses or deducted from the share of profit of associates 
figure. IAS 28 is not prescriptive. 



Workings 








1 Group structure 






Tyson 






80% 




40% 




3 yrs ago 




2 yrs ago 




Dol 


glas 


Frank (associate) 




$40m 


$20m Pre acq'n reserves 




2 Non-controlling interests 








PFY 


TCI 




S'm 


S'm 


PFY/TCI per question 


45 


55 


Unrealised profit (W3) 


(18) 


(18) 


Impairment loss 


(15) 


(15) 




12 


22 


:< NCI share (20%) 




2A 


AA 



fU> 



Answers 



Selling price 66 

Cost (48) 

PUP _18 

43 Plateau 

Text references. Chapters 10 and 1 1 . 

Top tips. This is a standard consolidation question, with a subsidiary and associate. You have to record the share 
issues. Note that the gain on the investment goes through profit or loss. 

Easy marks. Apart from the fair value adjustment and the NCI at fair value there were no other particular 
complications and easy marks were available on investments, current assets and liabilities. Do not neglect part (b) 
which is 5 easy marks. 

Examiner's comments. The consolidated statement of financial position was well answered but few candidates got 
to grips with the written section and many did not attempt it at all. The main areas where candidates went wrong 

were: 

• deducting fall in fair value of land from PPE, when it had already been written down 

• failing to adjust tor additional depreciation 

■ not using equity accounting for the associate 

• failing to adjust share capital and premium for the share issue on acquisition. 



Marking scheme 



Marks 



(a) Statement of financial position 

Property, plant and equipment 2 

Goodwill 4 

Investments - associate 2 

- other 1 

Current assets 2 

Equity shares 1 

Share premium 1 

Retained earnings 4 

Non-controlling interest 1 

7% loan notes 1 

Current liabilities 1 

ft? 

(b) One mark per relevant point 5 



(a) PLATEAU - CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X7 






$000 


Non-current assets 




Property, plant and equipment 




(18,400 + 10,400 -(W7) 400) 


28,400 


Goodwill (W3) 


5,000 


Intangible asset - customer contract 


1,000 


Investment in associate (W4) 


10,500 


Investment in equity instruments (note v to question) 


9,000 




53 7 900 


Amain 




Current assets 




Inventories (6,900 + 6,200 - (W7) 300) 


12,800 


Trade receivables (3,200 * 1,500) 


4,700 




17,500 


Total assets 


71,400 


Equity and liabilities 




Equity attributable to owners of the parent 




Share capital (10,000 * (W2) 1,500) 


11,500 


Share premium (W2) 


7,500 


Retained earnings (W5) 


30,300 




49,300 


N on -controlling interest (W6) 


3,900 
53.200 


N on -current liabilities 


7% loan notes (5,000 + 1,000) 


6,000 


Current liabilities (8,000 + 4,200) 


12,200 


Total equity and liabilities 


71,400 


Workings 




1 Group structure 




Plateau 





75% 



30% 



Savannah 
Purchase of Savannah 



Axle 



DEBIT Cost of Savannah (3m/2 * $6) + (3m x $1.25) 
CREDIT Share capital (3m/2 * $1) 
CREDIT Share premium (3m/2 x $5) 
CREDIT Cash 

Goodwill- Savannah 

Consideration transferred 

Non-controlling interests at acquisition (1,000 shares @ $3,25) 

Less: Net fair value of assets and liabilities at acquisition: 

Share capital 

Retained earnings 

Fair value adjustment (W8) 



1275m 



$000 



4,000 
6,000 
1.000 



1.5m 

7.5m 

3.75m 



$000 

12,750 

3,250 



(11,000) 
5,000 



■ 



Investment in Axle 

Cost : (4,000 x 30% ■< $7.50) 

Share of post-acquisition retained earnings (W5) 



$'000 

9,000 

1,500 

10,500 






e>' 



Answirs 



Plateau 


Savannah 


Axle 


$000 


$000 


$000 


25,250 


2,900 


5.000 


(400) 


(300) 


- 


24,850 


2,600 


5,000 


1,950 






1,500 







5 Group retained earnings 

Per statement of financial position 
Unrealised profit (W7) 

Group share: 2,600 x 75% 
5,000x30% 

Gain on investment 

(9,000-6,500) 2,500 

Professional costs of acquisition (500 ) 

Group retained earnings 30,300 

6 Non-controlling interests - Sa vannah 

% 000 

NCI at acquisition (W3) 3,250 

NCI share ot post acquisition retained earnings {(W5) 2,600 * 25%) 650 

3,900 

7 Intragroup trading 

Unrealised profit on sale of inventories: 

|2.7m x 50/150x1/3 $0.3m 

DR Cost of sales/CR Inventories in books ot Savannah (affects NCI) 

Unrealised profit on transfer of plant: 

$ 

Unrealised profit ($2.5m - $2m) 0-5™ 

Less realised by use (depreciation) 1/5 (0.1m ) 

0.4 m 

DEBIT Retained earnings/CREDIT Property, plant and equipment in books of Plateau 

8 Fair value adjustment - customer contract 

Acquisition date End of reporting period 

1 .10X6 Movement 30.9.X7 

1,000 - 1,000 

9 Investments in equity instruments 

$000 
Fair va lue at 1 Octo be r 20X6 6,500 

Fair value at 3A fieritemher POX7 9 500 



DEBIT Investments in equity instruments/CREDIT Retained earnings 

(b) IFRS 3 requires the consideration for a business combination to be allocated to the fair values of the assets, 
liabilities and contingent liabilities acquired. 

Although this is usually not the same as the original cost ot the asset when acquired by the subsidiary, it is 
taken to be the cost ot the asset to the group. It assets are not valued at fair value, this leads to an incorrect 
goodwill valuation and incorrect depreciation and goodwill impairment charges in subsequent years. 

The financial assistant is confusing two different issues. The assets of the subsidiary are assumed to be 
acquired at their fair value at the date ot acquisition by the parent. After acquisition they will be carried at 
depreciated amount, rather than subjected to regular revaluations. So they will be treated in the same way as 
other assets owned by the parent. The parent may decide to revalue all the assets of a class, including those 
acquired as part of a business combination, in which case they would all be carried at revalued amount. 



Answers 



£>•' 



44 Patron ic 



Text reference. Chapters 10 and 11 

Top tips. The most important thing to notice here is that Patronic acquired its interest in Sardonic eight months 
before the year end. Always pay attention to dates. This also affects the intragroup sales which need to be 
cancelled. 

Easy marks. Part (a) was 6 easy marks if you could deal with the deferred consideration. Note that it only required 
goodwill on acquisition, not at the year end. 

Examiner's comments. Most candidates failed to discount the deferred consideration correctly and a surprising 
number did not time apportion the subsidiary's results for eight months in the income statement. Answers to part 
(c) were disappointing with many candidates not attempting it at all. 



Marking scheme 



(a) Goodwill of Sardonic: 
Consideration 

Net assets acquired calculated as: 

- equity shares 

- p re-acquisition reserves 
-fair value adjustments 

Income statement: 

Revenue 

Cost of sales 

Distribution costs and administrative expenses 

Finance costs 

Impairment of goodwill 

Share of associate's profit 

Income tax 

Non-controlling interest 

(b) One mark per relevant point 
Total tor question 



(a) Goodwill 

Consideration transferred: 

Shares (12m * $5.75) 

Deferred consideration (1 8m x $2.42 ■< 1/1 .21 (1 0% over 2 years)) 

Fair value of NCI at acquisition 

Fair value ot identifiable net assets acquired: 

Share capital 

Reserves b/f 

Current year to date (1 3,500 * 4/1 2) 

Fair value adjustments (W2) 

Gooowi 



5 000 



24,000 

69,000 

4,500 

6,500 



Inn— Mini 



15 

_4 
25 



$'000 

69,000 

36,000 

105,000 
26.000 



(104,000) 
27,000 



Answers 









(b) PATRONIC GROUP - CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDED 31 MARCH 20X8 






$000 


Revenue (W3) 




192,000 


Cost of sales (W4) 




(119/100) 


Gross profit 




72,900 


Distribution costs (7,400 + (3,000 * 8/12)) 




(9,400) 


Administrative expenses (12,500 + (6,000 x 8/12)) 




(16,500) 


Finance costs (W5) 




(5,000) 


Impairment of goodwill 




(2.000) 


Share of profit of associate (6,000 x 30%) 




1,800 


Profit before tax 




41,800 


Income tax expense (10,400 + (3,600 * 8/12) 




(12,800) 


Profit for the year 




29,000 


Profit attributable to: 






Owners of the parent 




26,900 


Non-controlling interest (W6) 




2,100 

29,000 


Workings 






1 Group structure 






Patronic — - 






18m/24m =75% \ 30% 






▼ ▼ 

Sardonic Acerbic 






2 Non-controlling interest 




$'000 


Prof it after tax {13,500x8/1 2) 




9,000 


Additional depreciation (W3) 




(600) 
8,400 


Non-controlling share 25% 




2,100 


3 Fair value adjustments 






Acquisition 


Movement 


Year end 


1.&X7 


W2 


31.3.X8 


$'000 


$000 


$000 


Property 4,100 


(200)" 


3,900 





" given in the question 
"2,400/4*8/12 


'. — j 








4 Revenue 






$000 




Patronic 

Sardonic (78,000 >: ft/12) 

lntra-group(1,250x 8) 






150,000 

52,000 

(10,000) 

192,000 




5 Cost of sates 






$000 




Patronic 

Sardonic (51 ,000 >: ft/12) 

Intragroup (W3) 

URP in inventory (3,000 x 20/120) 

Additional depreciation on FVA: 

Property 

Plant (2.4m/4>; 8/12) 






94,000 
34,000 
(10,000) 
500 

200 

400 

119,100 


mn 


Answers 






IdukMh 




6 Finance costs 










Patronic 

Sardonic (900 * 8/12) 

Unwinding of discount (36,000 * 10% x 8/12) 






2,000 

600 

2,400 

5,000 




(c) At 31 March 20X8 Patronic could be presumed to have 
30% shareholding. Acerbic was therefore treated as an 
financial statements using the equity method. 


'significant influence' 
associate and its resu 


over Acerbic arising from its 
tswere brought into Patronic's 




Spekulate's purchase of 60% changes Patronic's position. Spekulate now has control, so Patronic can no 
longer be regarded as having significant influence. This is illustrated by the fact that Patronic has lost its seat 
on the board. 




Patrnriir''c inuactment in A^orhir chrmlH ho troatari in 9iWQ unHar IFR^ rarriorl at fa 


r i/alua with any nainc 



45 Hedra 

Text reference. Chapters 9 and 1 1 . 

Top tips. This is a big question, but as always a methodical approach will ensure a good score. 

Note that you are given the goodwill attributable to the non-controlling interest. 

Look out for the fair value adjustments to Salvador, and remember that increases in fair value after acquisition are 
treated as normal revaluations. The contingent consideration is recognised at the acquisition date per IFRS 3 
(revised). Finally the goodwill in Salvador has been impaired. 

Aragon s net assets at acquisition and fair value of consideration must be calculated. 

Easy marks. There are no particular easy marks here. Read the question carefully and make your workings very 
clear. 

Examiners comments. A majority of candidates show a good knowledge of the basic principles of consolidation. 
The main errors were: 

• Use of proportional consolidation tor the subsidiary. This demonstrates that a candidate has not studied the 
most important topic in the syllabus and has not attempted past questions. 

• Use of full consolidation or proportional consolidation (rather than equity accounting) tor the associate. 

• Incorrectly calculating cost of the investment in the subsidiary. 

• Not including fair value adjustments in the non-controlling interest. 



Marking scheme 



Marks 

Goodwill 4 

Goodwill impairment 1 

Property, plant and equipment 2 

Investment in associate 2 

Other investments 1 

I nve nto ries and trade rece ivables 1 

Cash and bank 1 

Share capital and premium 1 

Revaluation surplus 2 

Retained earnings 2 

Non-controlling interest 3 

Deferred consideration 1 

Deferred tax 1 



*LJ 






Answers 


ii hi— it in 








Elimination of 8% loan note 






1 


Trade payables and tax 






1 


Overdraft 






1 

J5 


HEDRA 








CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 30 SEPTEMBER 20X5 










$m 


Sm 




Assets 








Non-current assets 








Property, plant and equipment (W7) 




650 




Investment in associate (W3) 




220 




Investments in equity instruments 




45 




Goodwill (W2) 




90 
1,005 




Current assets 








Inventories (130 + 80) 


210 






Trade receivables (142 + 97) 


239 






Cash at bank 


4 










453 




Total assets 




1,458 




Equity and liabilities 








Equity attributable to owners of parent 








Share capital (Parent only; 400 + 80 (W3)) 




480 




Share premium (Parent only; 40 + 120 (W3)) 




160 




Revaluation surplus (15 + (5 x 60%) + 12) 




30 




Retained earnings (W4) 




269 
939 




Non-controlling interest (W5) 




114 




Total equity 




1,053 




Non-current liabilities 

r» -t ■ x / ar j ft tM. ■ h v 









uurreni ihdi lines 
Trade payables (118 + 141) 
Bank overdraft 
Current tax payable 
Deferred consideration (W2) 

Total equity and liabilities 

Workings 

1 Group structure 

Group Structure as at 30 September 20X5 



259 
12 

50 

49 



370 
1,458 





Hedra 


40% 


Aragon 

Associate 


Parent 


1.4.X5 


60% 


1-10-X4 




Salvador 

Subsidiary 





Answers 






Goodwill in Salvador 

Consideration transferred 

Cash 

Deferred consideration 

Fair value of non-controlling interest 

Fair value of net assets at acquisition: 
Ordinary shares 
Share premium 



$m 



195 

49 

244 

106 



120 
50 



Impairment loss (given in question) 
Carrying value at 30 September 20X5 



110 

m 

go 



The revised IFRS 3 requires the deferred consideration to be recognised at the acquisition date. It will be 
accrued for as a current liability. 

The $5m increase in the fair value of Salvador's land post acquisition is treated as a revaluation. This will be 
shared between the parent (60% = $3m) and the non-controlling interest (40% = $2m). 



40% Investment in associate 

Cost of acquisition 

2 shares in Hedra issued for each of 40m shares acquired in Aragon 

Fair value = 80m shares x $2.50 
Hedra's share of post acquisition profits (W4) 
Carrying value ot associate 

Nominal value and premium on shares issued 

Nominal value of shares issued ($1) 



Non-controlling interest in Salvador's net assets 

NCI at acquisition 

NCI share of post acquisition retained earnings ((W4) 35 * 40%) 
NCI share of post acquisition revaluation of land (5 x 40%) 
NCI share of impairment losses (20 * 40%) 



$m 

200 

20 

220 

$m 



Share premium (balancing figure) 
Fair value ($2.50) 






120 
200 


Retained earnings attributable to the owners of the parent 
Per question 


Hedra 
Sm 
240 


Salvador 
$m 
60 


Aragon 
$m 
300 


Additional depreciation (25% x $20m) 
Pre-acquisition profits - Salvador 

- Aragon (200 + J£ (300 - 200)) 


240 


(5) 
(20) 


(250) 
_50 


Group share of subsidiary (60%) 

Group share of associate (40%) 

Impairment of goodwill in Salvador (20 x 60%) 


21 

20 

i12) 

269 







$m 

106 

14 

2 

(8) 
114 





^MJ 






Answirs 




luaaagthm 








6 Fair value adjustments 










Acquisition Movement 




Reporting date 




1.10.X4 




30.9.X5 


Land 


20 




20 


Plant 


20 (5) 




15 


Deferred tax asset ($40m x 25%) 


10 




10 




50 ]5) 




45 




(W3) (W5) 




(W6) 


7 Non-current assets 












$m 


$rn 


Hedra 






358 


Revaluation 






12 
370 


Salvador 




240 




Fair valuation increase of land 




20 




Revaluation of land 




b 




Fair valuation increase of plant 




20 




25% Depreciation on fair valuation 




(5) 


280 
650 










46 Pacemaker 












Text references. Chapters 9 and 1 1 . 












Top tips. This is a relatively straightforward consolidated statement of financial position including 


an associate. 






Complications are NCI at fair value, and sorting out the investments. Pay attention to which items 


are already 






included in the individual financial statements and which are not. 










Easy marks. There are easy marks here on 


property, plant and equipment and inventory 


- both required just one 






adjustment. The investment in associate was also straightforward and would have been 


worth a few marks. 





Treating the post-acquisition period as one year, rather than two 
URP in inventory ignored or incorrectly calculated 
Non-controlling interest not calculated as per revised standard 



Marking scheme 



PACEMAKER - CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 .3.20X9 



Marks 



Property, plant and equipment 2 

Brand 1 

Goodwill 4*4 

Investment in associate 2 

Other investments 1 

Inventories 2 

Trade rece ivables, cas h an d ba n k 1 

Equity shares 1 

Share premium 1 

Retained earnings 6'/i 

Non-controlling interest 2 

Loan notes Vt 

Current liabilities J4 

Total for question 25 



Answers ¥L^ 

'llMKWjfeO*. 



fin 



Non-current assets 

Property, plant and equipment (520 + 280 + 18 (W7)) 81 8 

Goodwill (W2) 23 

Other intang i ble as sets ( W7 ) 20 



1,12-1 



Current assets 

Inventories (142 + 160- 16 (W8) 

Trade receivables (95 + 88) 

Cash and cash equivalents (8 + 22) 



Equity attributable to owners of the parent 
Share capital (5Q0 + 75 (W6)) 
Share premium (100 + 45 (W6)) 
Retained earnings (W4) 

Non-controlling interest (W5) 

Non-current liabilities 
10%loannotes(180+20) 
Current liabilities (200 + 165) 

Workings 

1 Group structure 

1.4.X7 

116/145 = 80% 

p re acq reserves 
= 120m 



Pacemaker 




183 
30 



499 



1,623 

575 

145 
247 
967 

91 

1,058 

200 

365 
1,623 



1.10.X8 

30/100 = 30% 

Pre-acq ■ 

240-1 00+20=1 60m 



Syclop 



Vardine 



Goodwill 

Consideration transferred (W6) 

NCI at fair value 

Fair value ot net assets at acquisition 

Share capital 

Retained earnings 

Fair value adjustments (W7) 



$m 


$m 




268 




65 


145 




120 




45 






(310) 




23 



Cost (W6) 






120 


Share of post-acquisition retained earnings (W4) 






24 

144 


Q2U 






Answers 


lUMMHStt 








4 Retained earnings 










Pacemaker 


Syclop 


Vardine 




$m 


$m 


$m 


Per question 


130 


260 


240 


Fair value movement (W7) 




(7) 




PUP (W8) 


(16) 






Gain on investments (82- (345 -268)) 


5 






Loss on investments (37-40) 




(3) 




P re-acquisition earnings (W1) 




(120) 


(160) 






130 


80 


Group share of Syclop 80% 


104 






Group share of Vardine 30% 


24 
247 






5 Non-confrolling interest 






$m 


At acquisition per question 






65 


Share of post-acquisition retained earnings 








(130(W4)x20%) 






26 

91 


6 Investments in subsidiary/associate 










$m 


$m 




DR Cost of investment In Syclop 


268 






CR Cash 




210 


Already 


CR Loan notes 




58 


recorded 


DR Cost nf investment in Varrilne (7Fi , 1 fini 


i?n 







7 Fair value adjustments 



Property (82-62) 
Brand 



Acquisition 


Movement 


Year end 


1.4.20X7 


(2years) 


31.3.20X9 


$m 


$m 


$m 


20 


(2) 


18 


25 


(5) 


2D 


45 


(7) 


36 



tntragroup trading 

Unrealised profit: PUP = 56 x 40/140 = 16 
DR Cost of sales (retained earnings) 
CR Inventories 

Investments in equity instruments 

Pacemaker (345-268) 
Gain (W4) 

Sydop 
Loss (W4) 



J 6 



$m 


$m 


77 




5 


82 


ill 




(3) 


37 




119 



Answers 



eu^ 



47 Picant 



Tovt roloronrfle ^h^ntarp Q anrli 1 



important to note dates. In this case the associate was acquired mid-year. Note that the software was written off on 
acquisition and then written oft by the subsidiary, so it now has to be written back to retained earnings as a 
consolidation adjustment. The post-acquisition movement in contingent consideration does not affect the goodwill 
working, it is just added to retained earnings. 

Easy marks. There were plenty of marks here for the standard workings - goodwill, investment in associate, NCI. 
The goods in transit and group inventory were also straightforward. Part (b) required a bit of thought but it should 
have been easy to pick up 3-4 marks. 

Examiner's comments. The preparation of the consolidated statement of financial position was generally well 
answered but answers to part (b) were very mixed. The main errors in the consolidation were: 

• Adjusting the goodwill for the contingent consideration 

• I ncorrectly dealing with the adjustment to the software 

• Errors i n intrag rou p ad j u stments 

• N ot u si n g eq u ity accou nting f or the associate 

Examiner's answer. The examiner's answer to this question is at the end of this kit. 



PICANT GROUP 

CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31.3.2010 



$'000 



Assets 






Non-current assets 






Property, plant and equipment (37,500 + 24,500 


1 1,900 (W6)) 


63,900 


Goodwill (W2) 




12,200 


Investment in associate (W3) 




13,200 
89.300 


Current assets 






Inventories (10,000 + 9,000 + 1,800 (W7J - 600 


(W7JJ 


20,200 


Trade receivables (6,500 + 1 ,500 - 3,400 (W7)) 




4,600 
24,800 


Total assets 




114,100 


Equity and liabilities 






Equity attributable to owners of the parent 






Share capital 




25,000 


Share premium 




19,800 


Retained earnings (W4) 




27,500 

72,300 


N on -controlling interests (W5) 




8,400 


Total equity 




80,700 



I" 



Current liabilities 

Contingent consideration (4,200 - 1,500 (W4)) 

Other current liabilities (8,300 + 7.500 + 1 .800 - 3,400 (W7)) 

Total equity and liabilities 



2,700 

14.200 

16,900 

114,100 



li um'Miiii 



Answers 



Workings 

1 Group structure 



Retained earnings 
at acquisition: 

Goodwill 



1.4.2009 

75% 

Sander 

16,500 




rooo 



Consideration transferred 

- shares (8,000 x 75% x 3/2 x $3.20) 

- contingent consideration 

FV of non-controlling interests (8,000 x 25% x $4.50) 
Fair value of net assets at acquisition: 
Share capital 8,000 

Retained earnings 16,500 

Fair value adjustments 1 ,500 



1.10.2009 
40% 
Adler 

15,000 + (6,000x6/12) 
= 18,000 



$"000 

28,800 
4,200 
33,000 
9,000 



(26,000) 



3 


Investment in associate 

Cash payment (5,000 x 40% x $4) 
Loan notes {5,000 x 4OV50 x $100) 

Share ot post-acquisition retained earnings (W4) 




$-000 
8,000 

4,000 
12,000 

1,200 
13,200 




•1 


Retained earnings 












Picant 


Sander 


Adler 






$'000 


$'000 


$-000 




Per question -at 1/4/2009 


16,200 


16,500 


15,000 




year to 31/3/2010 


11,000 


1,000 


6,000 






27,200 


17,500 


21,000 




Fair value movement (W6) 




400 






Unrealised profit (W7) 


(600) 








Contingent consideration (4,200-2,700) 


1,500 








Pre -acquisition retained earnings (W1) 




(16,500) 
1,400 


(18,000) 
3,000 




Group share - Sander (1 ,400 x 75%) 


1,050 








Adler (3,000x40%) 


1,200 








Impairment losses (3,800 x 75%) 


(2,850) 
27,500 






b 


Non-controlling interests 
NCI at acquisition (W2) 




$*000 
9,000 






NCI share ot post-acquisition retained earnings (1,400 


(W4)x25%) 


350 






NCI share of impairment losses (3,800 (W4) x 25%) 




(950) 
8,400 




Aniwars 








LUDCCftftXIli 













1.4.2009 31.3.2010 

$'000 $'000 $'000 

Factory 2,000 (100) 1/300 

Software (500) 500 - 

1 r 500 40J2 1-900 

Intragroup trading 

Consolidation adjustments: 







$"000 


$'000 


Goods in transit 


Dr Inventories 


1,8O0 






Cr Payables (Sander) 




1,800 


Cancel current accounts 


Dr Payables 


3,400 






Cr Receivables 




3,400 


PURP($1.8mx 50/150) 


Dr Retained earnings 


6O0 






Cr Group inventory 




600 



{ b) Picant cannot take as su ranee from the T rad hat groupfi nan c ial stateme nts that Tril by wou Id be a ble to meet 
its liability in respect of the goods. The group financial statements will have aggregated the assets and 
liabilities of all the group companies and it will not be possible to use them to calculate liquidity ratios for 
any one company. 

This is important, because Picanfs contract would not be with the Tradhat group, it would be with Trilby. If 
Trilby defaulted on its obligations, the Tradhat group would be under no legal obligation to step in, so that 
the fact that the group has a strong financial position is not really relevant. It would only become relevant if 
Tradhat were willing to offer a parent company guarantee. 

In the absence of a parent company guarantee, Picant must base its decision on the financial position of 
Trilby as shown in its individual company financial statements. It should also obtain references from other 
suppliers of Trilby, specifically those who supply it with large orders on 90-day credit terms. 

48 Preparation question: Contract 

Contract 1 Contract? Contracts Contract 4 
$ S $ $ 

Income statement 

Revenue 
Expenses 
Expected loss 
Recognised profitZ(loss) 

Gross amounts due from/to customers 



(W1) 

54,000 

(43,200) 


(W2) 

8,000 

(8,000) 


(W3) 
84,000 
(92,400) 
(15,600) 
(24,000) 


(W4) 

125,000 

(105,000) 


10,800 


20,000 



58,800 


8,000 


79,200 


355,600 






Less: progress billings to date (50,400) 

8,400 


8,000 


(76,800) 
2,400 


(345,200) 
10,400 






Trade receivables 












Progress billings to date 50,400 
Less: cash received (50,400) 


— — — 


76.800 
(76,800) 


345.200 
(345,200) 






LuikkNuu 








Answtrs 




Workings 












1 Contract 1 












Revenue 45% * 120,000- 


54,000 










Expenses 45% x (48,000 + 48,000) = 


43,200 










2 Contract 2 












Expenses All costs to date charged as expense .-. 
Revenue Probable that all costs incurred will be 


8,000 

recovered ..8,000 










3 Contracts 












Revenue 35% * 240,000 = 


84,000 










Expenses 35% >; (103,200 + 160,800) = 
Loss 

. . Expected loss 

Total loss 240,000- (103,200 1 160,800) = 


(92,400) 

(8,400) 

(15,600) 

(24,000) 










4 Contract 4 












Reven u e (70% x 500 ,000) - 225,000 = 
Expenses (70% x 420,000) - 189,000 = 


125,000 
105,000 











(a J Two methods of accounting for contracts 

When the outcome of a contract can be estimated reliably, then revenue is recognised by reference to the 
stage of completion of contract activity. As a result revenue reflects the value of work done and profit is 
claimed in proportion to the work done. This is an application of the accruals principle. 

If the outcome of a contract cannot be estimated reliably (for example if the contract has only just begun) 
then the amount of revenue claimed will not exceed the costs incurred. This means that revenue reflects the 
cost of work done rather than its value and no profit is claimed. The conforms with the prudence concept. As 
soon as the outcome of the contract is known revenue should be based on the stage of completion. This 
means that profits might be artificially low in the early stages of a contract and then unrealistically high in 
the period when the change to the stage of completion method occurs. 

Losses are always provided for in full as soon as they are foreseen, regardless of how revenues are being 
calculated. 

(b) Football stadium 

income Statement (extracts) 

$m 
Revenue 70 

Cost of sales (81) 

Gross loss (11) 

Statement of financial position (extracts) 

$m 
Current assets 
Amounts recoverable on construction contracts 59 

Workings 

This year's revenues, cost of sales and profit is the difference between the cumulative amounts at the 
beginning and end of the year. The rectification costs will be charged in full as they are incurred. As they 
cannot be recovered from the customer they will be excluded from the calculation of attributable revenue 
and profit. 



Answers P_J 

inmniiiii 



Revenue 
220 


W 


Cost of safes 
176 


m 


ProfhV(loss) 
44 


1150) 
70 




(112) 

64 




w 

6 






1/ 
81 




ill) 
ill) 



Income Statement 

0) 

Cumulative to 31 March 20X4 

Cumulative to 31 March 20X3 (from q) 
Recognised this year 
Rectification costs 



Revenue 

$180m of progress payments received tor work done to 29 February = 90% of value of work done. 

100% value of work done to 29 February 200 

Value of further work done to 31 March 20 

Total work done to 31 March 20X4 220 

Cost of safes 

220 
(195 + 45) * f= =176 
300 

Profit 

Contract price 300 

Costs to date (195) 

Costs to complete |45) 

Expected contract profit 60 

Recognised to date: 

Value of work done to date: 220 x 60 ■ ¥■ 

Total contract price 300 

Statement oi financial position 

$m 

Costs to date 212 

Profit recognised to date 44 

Less rectification costs (1 7) 

Less progress billings (180 ) 

Gross amount due from customers 59 



50 Beetie 



Texl references. Chapters 12 and 15. 

Top tips. Construction contracts feature regularly in F7. Make sure you know how to calculate the amounts tor the 

(statement nt finanrial rhncitinn Klrito that nna ^rtntra^t ic Incc.makinn 



amounts correct 



J 



Marking scheme 



(a) ne mark per valid pointto 

(b) Revenue { JS mark for each contract) 
Profit/loss { Vi mark tor each contract) 
Amounts due from customers (contract 1; 
Amounts due to customers (contract 2) 



Maximum 



Marks 

4 



Maximum 
Total tor question 



10 



luaKNau 



Answers 



(a) Revenue recognition is an important issue in financial reporting and it is generally accepted that revenue is 
earned when goods have been accepted by the customer or services have been delivered. At that stage 
revenue is said to have been realised. However, if this were applied to construction contracts, the effect 
would not necessarily be to give faithful representation. 

As a construction contract can span several accounting periods, if no revenue were recognised until the end 
of the contract, this would certainly be prudent but would not be in accordance with the accruals concept. 
The financial statements would show all of the profit in the final period, when in fact some of it had been 
earned in prior periods. This is remedied by recognising attributable profit as the contract progresses, as 
long as ultimate profitability is expected. Any foreseeable loss is recognised immediately. 

(b) INCOME STATEMENT 



Contract revenue 

Contract expenses: {Contract 1: 4,000 x 60%) 
Expected loss recognised (Contract 2) 
Attributable profit/(loss) 



Contract 1 


Contract 2 


Total 


$000 


$'000 


$'000 


3,300 


340 


4,140 


(2,400) 


(720) 


(3,120) 


- 


1170] 


(170) 


900 


(50] 


850 



$000 

Current assets 

Gross amount due from customers 1 ,800 

Current liabilities 

Gross amounts due to customers 21 

Workings 

Contract 1 

$'000 
Contract price 5,500 

Costs to date (3,900) 

Costs to complete (4,000 - 3,900) (100 ) 

Estimated total profit 1,500 

P rof it to date : 1 ,500 * 3,300/5 ,500 = 900 

Gross amount due from customers 

Costs to date 3,900 

Profit to date 900 

Less progress billings (3,000 ) 

1,800 

Contract? 

$'000 
Contract price 1 ,200 

Costs to date (720) 

Coststo complete (1,250- 720) (530 ) 

Expected total loss (50 ) 

Gross amount due to customers 

Costs to date 720 

Loss to date (50) 

Less progress billings (880 ) 

(2101 
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51 Bodyline 

Text reference. Chapter 13. 

Top tips. Parts (a) and (b) require you to rehearse the standard discussion about the nature of provisions and the 
need for IAS 37. The well -prepared candidate should score highly. 

The calculations in Part (c) can be tricky, but if you lay out your workings in a methodical manner then you should 
score good marks even if you don't get the answer perfectly right. 

Part (d) requires you to criticise the directors' proposed treatment and then to outline and explain the correct 
accounting treatment. 

Easy marks. The discussion parts (a) and (b) represent 12 easy marks. 

Examiner's comments. This question dealt with the nature and treatment of provisions. Parts (a) and (b) were 
discursive; while (c) and (d) were practical examples of the application. 

Generally candidates answered parts (a) and (b) well, but failed to deal with the practical applications in part (c) and (d). 



Marking scheme 



(a) One mark per valid point to max 

(b) The need for the Standard and examples to a max of 2 each 

(c) 28 day refund policy - constructive obligation 

Calculation of provision for unrealised profits where goods resold at full price 

Calculation of provision for loss on goods sold at half normal price 

The product warranties are treated collectively 

Warranty cost can be estimated reliably therefore a liability, not a contingency 

Faulty goods other than from Header - not a loss, but 

Must remove profit made on them - quantified 

Return of faulty goods manufactured by Header creates a loss 

Quantification of loss 



(d) Director's treatment is incorrect 

This is an example of a complex asset 



Available 
Maximum 



Marks 



r 



Maximum for question 25 



(a) Provisions and IAS 37 

Provisions are liabilities of uncertain timing or amount. Because they are liabilities they must meet the 
recognition criteria for liabilities ■ that is there must be: 

• A present obligation arising from past transactions or events 

• The transfer of economic benefits to settle the obligation must be probable 

• A reliable estimate can be made of the amount of the obligation 

The obligation giving rise to a provision can be legal or constructive. A constructive obligation can arise 
when the actions or statements made by an entity create an expectation that they will meet certain 
obligations, even if there is no legal requirement for them to do so; for example they may have a well- known 
policy of replacing goods beyond the normal warranty period. 

Provisions are recognised in full as soon as an entity is aware of them, but long term provisions are 
recognised at present value. As time goes by the discount unwinds, increasing the provision. The increase in 
the provision is charged to the income statement as a finance cost. 
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If an obligation depends upon a future event, then it is a contingent liability, not a provision. Also, if the 
amount of an obligation cannot be measured reliably, then it is a contingent liability. Contingent liabilities are 
not recognised in the financial statements, although they need to be disclosed unless the possibility of an 
outflow of economic benefits is remote. 

(In the past the term provision has been used to describe the reduction in the carrying value of an asset; for 
example the provision for depreciation. This use of the word provision does not meet the criteria of IAS 37, 
and so the term allowance is used instead; for example the allowance for receivables.) 

(b) The need for a standard 

Although provisions have been a key area of financial reporting for many years, IAS 37 was the first standard 
to address this issue. Before IAS 37 there were no rules governing the 

* Definition 

* Recognition 



* Presentation 

of provisions. 

IAS 37 definition ot a provision as a liability of uncertain timing or amount means that provisions must meet 
the recognition for liabilities. This means that provisions cannot be created to suit management needs. In the 
past provisions were often created and released in order to smooth profits, rather than to provide for a 
specific liability. These were sometimes called 'big bath provisions' because they could be used tor any and 
every purpose. 

A specific example ot this was the creation of provisions tor reorganisation or restructuring. The charge to 
set these provisions up could be explained away by management to their investors as one-off exceptional 
items, but the release of the provision in the future would boost profits. Under IAS 37 provisions tor 
restructuring can only be recognised if the restructuring has begun or if the restructuring has been 
announced publicly. 

The measurement rules have standardised practice in an area where there were genuine differences of 
opinion. For example there are at least three ways in which the cost of cleaning up an industrial site after it is 
closed down {restoration costs) can be accounted for: 

* ignore the costs until the site is abandoned, 

* accrue the costs evenly over the productive life of the site, or 

* provide tor the costs in full immediately. 

IAS 37 states that these costs should be provided for in full immediately, but at their present value. 

Under IAS 37 provisions can only be used for the purpose that they were created for; if a provision is no 
longer needed it must be released. In the past provisions were sometimes created tor one purpose and then 
used to cover the costs of another. 

IAS 37 includes detailed disclosure requirements, including the movement on provisions during the year and 
an explanation of what each provision has been created for. This ensures that the rules set out above have 
been complied with. 



(c) Bodyline 



This provision can be reliably measured on the basis of past experience. Although Bodyline does not know 
which items will be returned or develop faults, it can make an estimate of the total value ot returns and faults 
that there will probably be. 

The question does not make it clear whether the 28 day refund is part ot the sales contract (in which case it 
is a legal obligation) or whether it is just a well-known and established part ot Bodyline' s trading practices 
(in which case it is a constructive obligation). Either way, an obligation exists that needs to be provided for. 

The provision itself can be reliably measured on the basis ot past experience. Although Bodyline does not 
know which items will be returned or develop faults, it can make an estimate ot the total value of returns and 
faults that there will probably be. 
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The returns provision is $52,850, calculated as follows: 

• Of the 10% of sales that are returned under this policy, 70% are resold at the full price. Therefore 
only the profit element is provided against on these items. 

• A further 30% are sold at half the normal sales price, so the provision required will be half of the sale 
proceeds. 

$ 
70% resold at full price 
Goods from Header $1.75mx 20% x 10% x 70% x 40/140 7,000 

Other goods $1 75m x 80% x 1 0% x 70% x 25/125 19,600 

26,600 
30% reso Id at ha If price $1 . 75 m x 1 0% x 30% x V£ 26, 250 

52,850 

The faulty goods provision is $57,600, calculated as follows: 

• 20% of the goods returned will have been supplied by Header; Bodyline will suffer the loss in full on 
these items. 

• Bodyline reclaims the cost of the other 80% returned. Only the profit element is provided for. 

$ 
Goods from Header $160,000x20% 32,000 

Oth e r goods $ 1 60 ,000 x 80% x 25/1 25 25,600 

57,600 
(d) Rockbuster 

No obligation exists to replace the engine and so it is wrong to create a provision for its replacement. 
Rockbuster may decide to trade in the earthmover rather than replace the engine. Also, the $2.4m 
depreciation charge includes an element in respect of the engine, so to make a provision as well is double- 
counting. 

Instead IAS 1 6 states that the earth- mover should be treated as an asset with two separate components (the 
engine and the rest) with different useful lives. The engine (cost $7.5m) will be depreciated on a machine 
hours basis over 5,000 hours, while the rest of the machine (cost $16.5m) will be depreciated over ten 

years. 

Cost Depreciation charge 
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nour 
The rest 1 6,500 Depreciated on a straight line basis over its ten year useful life. The charge is 

$1 ,650,000 per annum. 

Total 24,000 

When the engine is replaced the cost and accumulated depreciation on the existing engine will be retired and 
the cost of the new engine will be capitalised and depreciated over its working life. 



52 Tentacle 



This is an adjusting event after the reporting period within the terms of IAS 10. $23,000 should be written off 
to irrecoverable debts at the year end and the trade receivables balance correspondingly reduced. 

In this case sales after the reporting period have demonstrated that the NRV of inventory item W32 is below 
cost. In accordance with IAS 2. inventories of W32 should now be written down to NRV as follows: 

$ 
Cost (12,000 x 6) 72,000 

NRV (12,000 x (5.4 x 85%)) (55,080 ) 

Write off to income statement 1 6,920 

As it is not yet known whether the employee's legal action will be successful, Tentacle is correct to show it 
as a contingent liability. However, on the basis of the settlement in the other case, the contingent liability 
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should be increased to $750,000. If the case is settled before the financial statements are authorised for 
issue, this will be an adjusting event requiring a provision tor damages if Tentacle is found liable. 

(iv) IAS 1 1 requires that the profit on the contract be recalculated to take into account these additional costs. 
Profit is based on costs to date as a percentage of total costs. As costs to date are $3m and total costs $6m, 
the percentage is currently 50%. This will change when the additional costs are included as follows: 

Costs to date Total expected % Total expected Profit to date 

costs profit 

$m $m $m $m 

Original 3 6 50% 2.4 1.20 



Recognised profit for the year to 31 March 20X7 should therefore be restated as $360,000. $840,000 (1.2m 
- 0.36m) will be written off in the income statement and adjusted in the statement of financial position 
against amounts due to/from customers. 

53 Promoil 



Markingi scheme 



Marks 

(a) 1 mark per relevant point 5 

(b) (i) Explanation of treatment 2 

Depreciation 1 

Finance cost 1 

Non-current asset 2 

Provision j[ 

_7 

(ii) Figures for asset and depreciation if not a constructive obligation 1 

What may cause a constructive obligation 1 

Subsequent treatment if it is a constructive obligation J_ 

_3 
15 



(a) The Framework defines a liability as a present obligation of an entity arising from past events, the settlement 
of which is expected to result in an outflow from the entity of resources embodying economic benefits. The 
obligation can be legal or constructive. 

A provision is a liability of uncertain timing or amount. It can be recognised when the outflow of resources is 
probable and when the amount concerned can be reliably estimated. Because it is regarded as a liability, a 
provision must meet the definition of a liability. This regulates when a provision should, or should not, be 
made. For instance, entities are not allowed to provide tor future operating losses, which used to be a means 
of 'profit smoothing', because the losses are in the future, rather than arising from past events. At the same 
time, an entity which has a future environmental liability because of past polluting activities, is required to 
make a provision as soon as the liability becomes apparent. 

(b) (i) Promoil must provide for dismantling and restoration costs at 30 September 20X8, as the liability 

came into existence with the granting of the licence and the cost has been reliably estimated. 

The provision at 30 September 20X8 will be for the future cost discounted over 1 years. This will be 
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At 30 September 20X8: 

INCOME STATEMENT 

$'000 
Depreciation (see SFP) 3,690 

Finance costs (6,900 (see SFP) x 8%) 552 

STATEMENT OF FINANCIAL POSITION 

$'000 
Non-current assets: 

Oil platform 30,000 

Dismantling (1 5m * .46) 6,900 

36.900 
Dep reeiati on (36 ,900/1 0) (3 , 690 j 

Carrying value 33,210 

Non-current liabilities: 

Environmental provision at 1 October 20X7 6,900 

Discount unwound (6,900 * 8%) 552 

7,452 

If the government licence did not require an environmental clean up, Promoil would have no legal 
obligation. It would then be necessary to determine whether or not Promoil had a constructive 
obligation. This would apply if on past performance it had established a practice ot carrying out an 
environmental clean up where required, which would give rise to the expectation that it would do so 
in this case. If a constructive obligation existed, the accounting would be as per the above. 

If no obligation were established, there would be no liability. No provision would be made for the 
clean-up. The platform would be capitalised at $30m and depreciated over 10 years. There would be 
no finance costs. 



54 Peterlee II 



internally generated goodwill, and per IAS 38 it cannot be capitalised because it cannot be reliably measured. 
So the directors will be allowed to include the goodwill in Trantor of $2.5 million in the financial statements, 
but the goodwill estimated to exist in Peterlee cannot be recognised. 

(b) Per IAS 37 this treatment is not correct. The $2 million present value of the landscaping cost should be 
recognised as a provision at 31 March 20X6. The debit will be to the asset account, giving an asset value for 
the mine of $8 million. This total value will be depreciated over 10 years. In this way the landscaping cost 
will be charged to the income statement over the life of the mine. At the same time, the discount to present 
value will 'unwind' over the 1 year period. This will be credited to the provision and charged as a finance 
cost. At the end of 10 years, the amount in the provision account should equal the amount due to be paid. 

(c) As this is a convertible loan, it must be apportioned between debt and equity. Per IAS 32 this is calculated as 
follows: 

$000 
Present value of the principal to be repaid: $5 million * 075 3,750 

Present value of interest: $0.4 million * 2.49 (0.91 * 0.83 + 0.75) 996 

Debt element 4,746 

Equity element 254 

Proceeds of issue b. 00 
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Answers 



The income statement and statement of financial position amounts will be as follows: 

$'000 $'000 

Debt element of loan 4,746 

Interest at 10% (income statement) 475 

Interest paid (400 ) 

Balance due 75 

Balance of loan at 31 March 20X6 (statement of financial position) 4,821 



» jeaners 



Top tips. This is a type of question which is likely to arise in this paper, covering various standards. In this case, 
you need to know about lASs 16 and 32. 

(a) (i) IAS 16 Property, plant and equipment does not allow selective revaluations of non-current tangible 
assets: if one asset is revalued, all in that class must be revalued, thus avoiding cherry picking' ot 
asset gains where others in the class may have fallen in value. I n addition, n on- recording ot a fall in 
value ot an asset cannot be justified on the basis that a recovery in market prices is expected in the 
future. 



INCOME STATEMENT (EXTRACTS) 



J'000 



Depreciation 


NBV 


S'OOO 


$'000 


48 


912 


16B 


6,552 


75 


2,175 


291 


9,639 



Depreciation charge 

North {($1 .2m * 80%)/20 years) 48 

Central (($4.8m x 1 40%)/40 years) 1 68 

South ($2.25m/3Q years) _75 

291 

Loss on revaluation 

(20%*$1.2m) 240 

STATEMENT OF FINANCIAL POSITION (EXTRACTS) 

Cost/revaluation 

$'000 
North 960 

Central 6,720 

South 2,250 

9,930 

At 1 January 20X0 the accumulated depreciation ot the Central property is $1 .2m, which represents 
10 years' worth of depreciation, leaving 40 years remaining life. For the South and North properties, 
the respective lives on these calculations are 30 and 20 years. If there is no previous revaluation 
surplus on the North property, then the loss in the current year is classed as an impairment and must 
be taken to the income statement. 

(b) A statement of how the trade receivables should be treated: 

Group A. These are normal non-factor receivables and the allowance should be calculated as usual. 

Group EL Although these receivables have been factored, the risks of late collection and irrecoverable debts 
remain with Jedders. Thus, the outstanding balance less the receivables allowance should still appear in 
Jedders' statement of financial position, with a liability recorded for the amount received from Fab Factors. 
In addition, an interest charge would be made for the 1% charge for the monies advanced. 

Group CL In a non- recourse situation such as this, Jedders has effectively sold its receivables for 95% of 
their value. The receivables would therefore be taken off Jedders' statement of financial nosition. leavina 
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Applying these treatments to the figures given: 












INCOME STATEMENT 








s 




Receivables allowance 










Group A (20% x (1 ,250 >: 20%)) 








50,000 




Group B (20% x (1 ,500 >: 10%)) 








30,000 




Group C 








nil 

80.000 




Finance charge 












Group A 








nil 




Group B (1% x 1,500) + (1% x 900) + (1% x 450) 








28,500 




Group C (5% x 2,000) 








160,000 
128,500 




STATEMENT OF FINANCIAL POSITION (EXTRACTS) 












Trade receivables 


Less allowance 




Net balance 




Group A (1,250x20%) 


20% 






S 
200,000 




Group B (1,500x10%) 


20% 






120,000 




Group C 


nil 






nil 
320,000 




(c) IAS 32 Financial instruments: presentation requires the issuer 


of a hybrid or 


compound 


rtstrument of this 




nature - containing elements that are characteristic of both debt and equity - 


-to 


separate 


i out the 




components of the instrument and classify them separately. Fab Factors are 


thu 


s wrong 


in their advice that 




such instruments should be recorded and shown as debt 








^_ 



methods that might be used, the question only gives sufficient information to allow the 
liability to be calculated, leaving the equity element as the residual. 

Year Cashflows Factor at 10% 

$'000 

1 I nterest ($1 5 m x 7% ) 1 ,050 0.91 

2 1,050 0.83 

3 1,050 0.75 

4 1,050 0.68 

5 Interest + capital 16.050 0.62 
Total debt component 

Proceeds of issue 

Equity component (residual) 

INCOME STATEMENT (EXTRACTS) 

Interest paid {(7% x $15m) + 278 (W1)) 

Working 

((10% x $1 3.2795m) -$1 .05 m) (rounded) 

STATEMENT OF FINANCIAL POSITION (EXTRACTS) 

N on -current liabilities 

7% convertible loan notes (13,279.5 + 278) 

Equity 

Option to convert to equity 



amounts ot debt 

Present value 

$'000 

955.5 

871.5 

767.5 

714.0 

9,951.0 

13,279.5 

15,000.0 

1,720.5 

$'000 
1,328 

278 

$000 
13,557.5 

1,720.5 
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Answers 
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calculations were incorrect. 

Examiner's comments. The majority ot answers to this question were poor. The proceeds of the loan had to be 
split between debt and equity by discounting the future cash flows at 8% to give the debt element, with the balance 
being the equity element. Common mistakes were to project the cash flows with an interest rate of 8% (rather than 
3%), to discount them at 3% (rather than 8%) and to calculate the interest charge as 3% of $1 Om (rather than B% 
of the debt element). 



Markingi scheme 



Marks 

1 mark per valid comment up to 4 

use of 8% 1 

initial carrying amount of debt and equity 2 

finance cost 2 

carrying amount of debt at 31 March 20X8 1 

Total for question 10 



This convertible loan note is a compound financial instrument. It contains both a liability and an equity component 
and IAS 32 Financial Instruments: Presentation requires these components to be separately recognised. Interest 
costs on the liability element will be based on the non-convertible rate of 8%, so the charge to the income 
statement will not be significantly lower than if a non-convertible instrument were issued. The liability element will 
also add to gearing. So the financial assistant's observations are incorrect. 

Financial statement extra els 

$ 
Income statement 

Finance costs {8,674,000 * 8%) 693,920 

Statement of financial position 

Equity- option to convert (W1) 1 ,326,000 

Non-current liabilities 

3% co rive rtible I oan n ote (W2) 9 , 06 7,920 

Workings 

1 Equity and liability elements 

$ 
Proceeds of loan note 1 0,000,000 

3 years interest (10,000 x 3% * (0.93 + 0.86 4 0.79)) (774,000) 



Liability element {1 0,000 - 1 ,326) 8,674,000 

Loan note balance 

$ 

Liability element 8,674,000 

Interest at 8% 693,920 

Less i nte rest paid (30O.0OO ) 

Carrying value at 31 March 20X8 9,067,920 



Answers 
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57 Triangle 



Text reference. Chapters 1 3 and 15. 

Top tips. This question had four short sections dealing with various matters: environmental costs, events after the 
reporting period, contingent assets and substance over form. 

The way to deal with such questions is to identify the issue and so the accounting standard needed. After that, it is 
simply a matter of applying the provision of the relevant standard. This does require good knowledge of the 
standards. 

Examiner's comments. This question was not popular and very poorly answered. Candidates still show a lack of 
understanding in applying standards to practical situations. Even those who understood the areas examined did not 
go into sufficient depth in their answers. 



Marking scheme 



Marks 



Explanation of treatment of provision 2 

Cost of plant at $20 m i I lion 1 

Revised depreciation 1 

Provision initially at $5 million 1 

I ncrease by ti nance cost 1 



pi] 


An example of an adjusting event 


1 






Mo overall effect on profit, but presentation incorrect 


1 






Remove from cost of sales and show as an expense 


1 






$30,000 is a non-adjusting event if material 


1 






Disclose as a note to the financial statements 


_1 






Maximum 


5 




(Hi) 


Due to trie dispute this is an example of a contingent asset 


1 






Describe the treatment of contingent assets 


1 






Not probable therefore ignore, financial statements unchanged 


2 






Maximum 


4 




M 


Identify it as a sale and repurchase agreement (or financing arrangement) 


1 






Substance is not likely to be a sale 


1 






Will repurchase if value is more than $7,320,500 plus storage costs 


2 






Business of Factorall is financing therefore terms likely to favour repurchase 


1 






Adjustments to - sales/loan; cost of sales/inventory; 


2 






-trade receivables/inventory (re storage costs); accrued finance costs/loan 


J 






Available 


9 






Maximum 


6 






Maximum for question 


25 




ii) 


Contamination 








There are two errors in the current accounting treatment. 








Firstly, the obligation to clean up the contamination existed in full from the day that the plant 


was brought 






into use. Therefore the provision should be recognised in full immediately at present value; it should not be 






accrued incrementally over the life of the plant. Over the next ten years the present value will 


increase as the 






discount unwinds. This will be reported by increasing the provision and charging the increase to the income 






statement as a finance cost. 
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The plant and the provision should be reported as follows: 

$000 
Plant (a no n -current asset) 

1 Ap ri 1 20X4 : cost ($1 5m + $5rn ) 20,000 

Depreciation ($20m/10 years) (2,000 ) 

31 March 20X5: carrying value 18,000 

Provision (a non-current liability) 

1 April 20X4 5,000 

Finance cost @ 8% 400 

31 March 20X5 5,400 

(ii) Fraud 

The fraud means that the draft financial statements for the year-ended 31 March 20X5 are incorrect. This 
probably won't affect the net profit for the year, but if will affect the amounts shown for cost of sales and 
gross profit. 

The discovery of this fraud provides new evidence about conditions existing at the end of the reporting 
period, and so it is classified as an adjusting event. The $210,000 fraud that occurred during the year will be 
charged to the income statement as an operating expense and disclosed. 

The $30,000 fraud occurring after the year-end does not affect conditions existing at the end of the reporting 
period and so it will not be adjusted for. However it will be disclosed if it is considered to be material in its 
own right. 

(Hi) Insurance claim 

The insurance claim gives rise to a contingent asset for $240,000. However, under IAS 37 contingent assets 
are not recognised unless the realisation of income is virtually certain, and this is not the case here because 
the insurers are disputing the claim. 

A contingent asset is disclosed when an inflow of economic benefits is probable, but without legal opinion it 
is not possible to regard the success of the claim as probable. 

Following on from the above, the insurance claim should be ignored altogether in the financial statements 
for the year-ending 31 March 20X5. 

(iv) Factorall 

The $5m proceeds from Factorall cannot be claimed as income because the substance of the transaction 
appears to be a $5m loan secured on the maturing inventory. 

This is because Triangle still retains the cost and benefits of ownership through its option to repurchase the 
inventory before 31 March 20X8. Although legally Triangle could refuse to repurchase the inventory, there is 
evidence of a constructive obligation to do so as noted below: 



* The repurchase price is based on the sales price plus interest rather than on its true market value at 
the date ot repurchase. The market price will probably be higher, suggesting an additional 
opportunity cost from not repurchasing. 

* Factorall, as a finance house, will not have the expertise to bring the product to market, and so it will 
be expecting Triangle to repurchase. It Triangle refuses to repurchase then it is unlikely that Factorall 
(or any similar company) will be willing to enter into such an agreement with Triangle again. 

Because there is a constructive obligation to repurchase the inventory Triangle should recognise this as a 
liability (at present value) and continue to recognise the inventory at cost (including the storage costs). 

For Factorall the benefit of this arrangement is the 1 0% compound interest receivable, not the purchase of 
the product. 
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The correct accounting treatment for this transaction in Triangle's books is as follows: 

INCOME STATEMENT 

Fi nance co sts ($5 m @ 1 0%) $500,000 

STATEMENT OF FINANCIAL POSITION 

Current assets 

Inventory ($3m + $300,000 holding costs) 

Non-current liabilities 

Secured loan ($5m + 10%) 

The journal to correct the old treatment is as follows: 



Sales (Proceeds) 
Secured loan (Proceeds) 
Inventory (Cost of inventory) 
Cost of sales (Cost of inventory) 
Inventory (Holding costs) 
Receivables (Holding costs) 
Finance costs (10% interest) 



DEBIT 


l/S 


CREDIT 


F/P 


DEBIT 


F/P 


CREDIT 


l/S 


DEBIT 


F/P 


CREDIT 


F/P 


DEBIT 


l/S 



$3,300,000 


$5,500,000 


Debit 


Credit 


$'000 


$'000 


5,000 






3.000 


3,000 






3.000 


300 






300 


500 





(F/P = Statement of financial position) 



58 Angelino 



Text reference. Chapter 15. 

Top tips. This was not a question to attempt unless you knew something about the various issues involved in off- 
balance sheet finance, (a) may look like something you can waffle your way through, but that is not the case. In 
scenarios like (b) it is always worth taking the time to read the information twice, then you will understand the 
situation before you try to evaluate it. 

Easy marks, (a) may have looked like easy marks, but only if you knew something about the issues. If you did know 
enough to answer (a), then (b) was easy marks. These were all classic off-balance sheet situations and you should 
have had no trouble dealing with them. 

Examiner's comments. This question was more popular than equivalent questions on recent papers and attracted 
comparatively higher marks. Part (a) was generally well answered, with good answers linking examples of off- 
balance sheet finance, users and the possible detrimental effect on those users. In part (b) poor answers merely 
repeated the details in the scenarios without concluding what the substance of the arrangements were or their 
required accounting treatments. 



I 
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Answtrs 



Marking scheme 



(a) 



1 mark per relevant point to a 

(i) 1 mark per relevant point to a 

(ii) sale price not at fair value raises substance issues 
leaseback is not a finance lease 
treat building as sold (de recognise) at a profit of $2. 5m 
re ntal treated as: $800,000 rental cost 
$200,000 finance cost 
$300,000 loan repayment 



(Hi) 



general discussion of risks and rewards re consignment goods 
Issues and accounting treatment relating to supplies from Monza 
Issues and accounting treatment relating to supplies from Capri 



Maximum 
Maximum 



Maximum 



Available 
Maximum 



Maximum for question 



Marks 
9 

5 



2 
2 
2 

6 
5 

2b 



(a) Off balance sheet finance is a form of creative accounting which seeks to obscure financial transactions. It 
has been described as 'the funding or refinancing of a company's operations in such a way that, under legal 
requirements and existing accounting conventions, some or all of the finance may not be shown on its 
balance sheet.' (Note that the IASB now refers to the balance sheet' as the 'statement of financial position'. 
However, the term off-balance sheet finance' is still in use.) 

In practice, most off-balance sheet finance transactions are intended to keep debt oft the statement of 
financial position. In order to achieve this, the related asset is also kept off the statement of financial 
position. An example of this is where an asset is actually acquired under a finance lease. Rather than show 
the asset and the related loan, the acquirer may decide that the asset is not to be capitalised and the lease is 
accounted for as an operating lease. Or inventory may be purchased on consignment, under a legal 
agreement which allows the purchaser to not record the current asset or the related trade payable. Potential 
suppliers doing a credit reference check on the company will not discover the true value of its existing trade 
payables or be able to accurately assess its payment record. Another example can be where an asset is 
'sold' and 'repurchased' under an arrangement which is in substance a loan secured on the asset. The asset 
disappears from the statement of financial position and the loan is represented as sale proceeds. 



Obviously, this conflicts with the requirement for 'fair presentation' in financial statements and the IASB has 



form and refers to a situation such as that above where the reporting of a sale would not represent faithfully 
the transaction entered into'. 

Why do companies want to keep debt out of the statement of financial position? Mainly to improve the 
appearance of the statement of financial position and avoid any impact on gearing. They want to satisfy the 
expectations of analysts. An increase in borrowing brings an increase in interest payments, which reduces 
the amount left to distribute to shareholders. An increase in borrowing above a certain limit can therefore be 
negatively perceived by investors, leading to a possible tall in the share price. A fall in the share price can 
leave the company vulnerable to takeover. 

A company which is short of funds and needs to raise further loans also needs to convince lenders that it is 
a good risk. If it already has large loans outstanding, lenders will be less willing to make further loans, or will 
require a higher rate of interest to compensate for the increased risk of default. The company may therefore 
seek to move some of its borrowing off balance sheet (perhaps by paying off one loan with another 
disguised as a sale and repurchase) and thereby reduce its gearing to a more acceptable level. 
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Off balance sheet finance is to some degree a dynamic issue; new forms of it will continue to arise and it will 
continue to be a problem for standard setters, auditors, lenders and investors. A number of the high-profile 
collapses of recent years have revealed substantial amounts of borrowing off balance sheet. 

(b) (i) In this situation the trade receivables have been factored with recourse'. Angelino still bears the risks 
of slow payment {they receive a residual amount depending upon how quickly customers pay) and 
non-payment (they refund to Omar any balances uncollected after six months). The substance of the 
transaction is therefore that Omar is providing a loan to Angelino on the security of the trade 
receivables. 

The receivables have therefore not been sold and should not be derecognised. The payment from 
Omar should be accounted for as a loan. When a customer pays, the amount lent in respect of his 
balance should be debited to the loan and credited to his account and the amount needed to clear his 
balance should be charged to loan interest/ debt collection expenses. 

(ii) This is a sale and leaseback transaction in which the sale price has been inflated to include a loan and 
the lease payments have been inflated to include interest and loan repayments. 

Taking the transaction at its face value, Angelino could record the sale at $1 2m, showing a profit on 



However, representing the substance of the transaction, the sale should be recorded at market value 
of $10m, giving a profit on disposal of $2. 5m and the additional $2m should be recorded as a loan. 
The $0.5m per annum above market value in the lease payments should be treated as loan 
repayments. 

The loan will be accounted for as follows: 

$000 

Initial balance 2,000 

Finance cost 10% 200 

Instalment paid i,bQD ) 

Balance 30.9. X6 1,700 

Finance cost 10% 170 

Instalment paid (500 ) 

Balance 30.9. X7 1370 

Current liability (1 ,700 - 1 ,370) 330 

Non-current liability 1.370 

Angel in o's contract with Monza is a typical consignment agreement. The cars remain the property of 
Monza and Angelino bears none of the risks of ownership. When Angelino sells a car or decides to 
keep it at the end ot three months, it purchases it at that point from Monza, at the list price in force at 
that date. This is therefore the point at which the risks and rewards pass to Angelino. Up to that point 
there is no sale and the cars should not appear in inventory. 

The agreement with Capri is of the nature of purchase under a credit agreement. Angelino pays a 
10% deposit and obtains ownership of the vehicles at that point. If it fails to pay the balance, it 
forfeits its deposit and has to return the cars at its own expense, so it has taken on the risks of 
ownership, principally the risk ot not being able to sell the vehicle. In this case Angelino should show 
the cars in inventory and set up a trade payable for the list price, less the deposit paid. The 1% 
display charge should be accounted for as interest. 
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59 Wardle 

Text references. Chapter 15 and 16 

Top tips. Part (a) was straightforward as long as you remembered to answer the question. It asked for why the 

principle of substance over form is important and tor features that indicate that substance is different from legal 

form. If you stick to those two issues you are far more likely to get the marks than it you just put down everything 

you know and hope there's something relevant in there. Part (b) required an understanding of what a sale and 

repurchase transaction is. It's important to remember ttiat all the information you are give has a purpose. In this 

case, the interest information told you that the substance of the transaction was a secured loan. Setting out a 

sensible format for the income statement extract was vital tor this part, and it gave you the information you needed 

to answer part (c). 

Easy marks. It was not hard to pick up at least a few marks in part (a). Part (b) was easy once you knew what you 

were doing and part (c) was simple if you had managed to deal with part (b). 

Examiner's comments. Most answers to part (a) started well referring to matters such as relevance, reliability and 

faithful representation. However the discussion of finance leases dominated many answers (to the exclusion of 

other issues) and few attempted to describe the features that indicate that substance may differ from form. It was 

clear that very few understood the issues in part (b), which was a sale and repurchase of maturing inventory. Many 

candidates got contused between the substance of the transaction and its legal form and many showed statement 

of financial position extracts when only income statement extracts were required. Those who got the numbers 

correct in part (b) tended to do well in part (c). 

Examiner's answer. The examiner's answer to this question is at the end of this kit. 

(a) It is important that financial statements should reflect the economic substance of a transaction, where this 
differs from legal form, because this makes financial information reliable and provides users with a lair 
presentation' of the transaction. 

For instance, if an asset held under a finance lease were treated according to its legal form it would not 
appear under no n -current assets and the related lease liability would not be shown. This would make the 
entity's gearing look lower than it actually was and probably inflate its ROCE. This treatment is not allowed 
under IFRS. 

Sale and leaseback or sale and repurchase arrangements can be used to disguise the substance of loan 
transactions by taking them 'off balance sheet". In this case the legal position is that the asset has been sold, 
but the substance of ttie transaction is that the seller still retains the benefits of ownership. 

Features which suggest that the substance of a transaction may differ from its legal form are: 

* The seller of an asset retains the ability to use the asset 



* A 'so Id ' asset rema in s on the se lie rs prem ises 

* An asset has been transferred at a price substantially above or below its fair value 

* An asset has been 'sold' under terms which make it very unlikely that it will not be repurchased 

* A number ot linked transactions have taken place 

All of these features suggest that 'control' has been separated from legal ownership and that the substance 
of the transaction may not have been correctly represented. 



(b) 



Legal form 31 March: 2010 


2011 


2012 


Total 




$'000 


$'000 


$'000 


$'000 


Revenue 


6.000 


- 


10,000 


16,000 


Cost of sales 


(5,000) 


- 


(7,986) 


(12,986) 


Gross profit 


1,000 


- 


2,014 


3,014 


Finance costs 


_ 


- 


_ 


_ 


Net profit 


1,000 


2,014 


3,014 



Answers 



UionoMBa 



(ii) Substance 31 March: 2010 2011 2012 Total 

$'000 $'000 $'000 $'000 

Revenue - - 10,000 10,000 

Cost of sales (5,000 ) (5,000 ) 

Gross profit 5,000 5,000 

Finance costs (600) (660) (726) (1,986) 

Net profit (600) (660 ) 4,274 3,014 

(c) While net profit at the end of the three-year period is the same under both treatments, we can see that under 
the legal form revenue is much greater, because of the assumption that Wardle has 'sold' the asset twice. 
This leads to profit being split between two of the three years rather than shown wholly in year 3, so there is 
some 'smoothing' effect. Reporting under the legal form of the transaction removes the finance cost, which 
will have a favourable effect on interest cover, and will also have removed the loan from the statement of 



have been. 

GO Preparation question: Branch 

INCOME STATEMENT (EXTRACT) 

$ 
Depreciation (W1 ) 5,000 

Finance costs (W2) 2,074 

STATEMENT OF FINANCIAL POSITION (EXTRACT) $ 

Non-current ass&ts 

Property, plant and equipment 

Assets held under finance leases (20,Q00 - (20,000/4)) 1 5,000 

Non-current liabilities 

Finance lease liabilities (W2) 14,786 

Current liabilities 

Finance lease liabilities (W2> (16,924-14,786) 2,138 

Workings 

1 Depreciation 

20.000 ._.„ 

= $5,000 pa 
4 

2 Finance leases liabilities 

$ 
Year ended 3 1 December 20X1 

1.1.X1 Liability b/d 20,000 

1.1X1 Deposit J1,150) 

18,850 
1.1X1 -31.12X1 Interest at 11% 2,074 

31.12.X1 Instalment (4,000 ) 

31.12.X1 Liability c/d 16.924 

Year ended 3 1 December 20X2 

1 . 1 .X2 - 31 .1 2.X2 I nterest at 1 1 % 1 ,862 

31.12.X2 Instalment (4,000 ) 

31.12.X2 Liability c/d 14,786 
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61 Evans 






INCOME STATEMENT (extract) 




$ 

6.157 


Depreciation ($61,570/10)* 




Operating lease rentals {2 x 5,000) 




10,000 


Finance costs (W) 




1,171 


STATEMENT OF FINANCIAL POSITION (extract) 




Non-current assets 






Property, plant and equipment ($61 ,570 ■ 


-$6,157) 


55,413 


Non-current liabilities 






Finance lease liabilities (W) 




51,033 


Current liabilities 






Finance lease liabilities (59,741-51 ,033 


(W)) 


8,708 


Working 






Interest on finance lease 




$ 

61,570 


Cash price 




Instalment 1 October 20X3 




(3,000) 
58,570 


Interest October ■ December 20X3 (2%) 




1,171 


Balance 31 December 20X3 




59,741 


Instalment 1 January 20X4 




(3,000) 
56,741 


Interest January ■ March 20X4 (2%) 




1,135 


Balance 31 March 20X4 




57,876 


Instalment 1 April 20X4 




(3,000) 
54,876 


Interest April - June 20X4 (2%) 




1,098 


Balance 30 June 20X4 




55,974 


Instalment 1 July 20X4 




(3,000) 
52,974 


Interest July - September 20X4 (2%) 




1,059 



51,1)33 

*As there is a secondary lease period for which only a nominal rental is payable we can assume that Evans will keep 
the rocket booster for the full 10 years of its useful life. If this were not the case it would be depreciated over the 6.5 
years of the lease term. 

62 Bowtock 

Leased asset 

The first task is to decide what sort of lease the asset is held under. This is a finance lease because it transfers 
substantially all the risks and rewards ot ownership to the lessee, as shown by the length of the lease and its cost: 

* The asset's useful lite is five years (as shown by the 20% straight line depreciation policy) and the lease is 
also tor five years. Therefore the asset is being held for the whole of its useful life. 

• The minimum lease payments are $60,000, spread over four years as payments are made in advance. The 
present value of these payments at an 8% discount rate is $51 ,745, which is almost the same as the asset's 
fair value. 

The asset is capitalised and depreciated over its five year useful life, and the obligation to make lease payments is 
recognised as a liability. 
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EXTRACTS FROM BOWTOCK'S FINANCIAL STATEMENTS 
FOR THE YEAR-ENDING 30 SEPTEMBER 20X3 

Income statement $ 

Depreciation charge ($52,000 x 20%) 10,400 

Finance costs (800 + 1 ,872(W3)) 2,672 

Statement of financial position 
Non-current assets 
Assets held under finance leases (W1 ) 33,800 



i m an ut iraatr umiyauuiio ifit./ e. i , w*?w 

Current liabilities 

Finance lease obligations (W2) 1 1 ,376 

Workings 

1 Carrying value of asset 

$ $ 

1 January 20X2: Fair value of lease and asset 52,000 

Depreciation to 30 September 20X2 ($52,000 x 20% x 9/12) 7,800 

Depreciation to 30 September 20X3 ($52,000 x 20%) 10,400 

(18,200 ) 

Carrying value 30 Septe mbe r 20X3 33,600 

2 Presentation of the lease liability 

$ 

Total balance 30 Septe m be r 20X3 ( W3) 33,072 

Cap ital am ou nt due with in 1 2 m onths (33,0 72 - 21 ,696) 11,376 

Capital amount due after 12 months 21,696 

3 Movement on the lease liability 

$ 

* January 20X2: Fair value of lease and asset 52,000 

First payment 1.1. X2 (12,000 ) 

Balance 1.1X2 40.000 

Interest on $40,000 at 8% for 9 months 2,400 

Balance 30 Septe mbe r 20X2 42 ,400 

I nterest on $40 ,000 at 8% f o r 3 mo nth s 800 

Second payment 1.1. X3 (12,000) 

Balance 1.1. X3 31,200 

Interest on $31 ,200 at 8% for 9 months 1,872 

Balance 30 Septe mbe r 20X3 33 ,072 

Interest due to 1 .1 .X4 ($31 ,200 x 8% for 3 months) 624 

Third payment 1 .1X4 (12,000 ) 

21,696 
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63 Fino 



Text references: Chapter 16. 

Top tips: Only 5 marks were available for calculations here. Intelligent comment on faithful representation and its 
application to leasing would have earned the greater part of the marks. 

Examiner's comments. Answers to this question were very mixed. Weaker answers did not pinpoint the importance 
of the commercial substance of transactions in part (a) or identify effect on ROCE in part (b). In the last part some 
candidates failed to treat the payments under the finance lease as being in advance and so based the finance costs 
on $350,000 rather than $250,000. 



Marking scheme 



(a) one mark per valid point to 

(b) (i) 1 mark per valid point to 

(ii) (1) operating lease - income statement charge 

- prepayment 

(2) finance lease - income statement: depreciation and finance costs 

- statement of financial position: 

• no n -current asset 

• non-current liabilities 

• current liabilities interest and capital 





Marks 


Maximum 


D 


Maximum 


4 


Maximum 


1 
1 

2 


costs 


1 




1 


Maximum 
Total for question 


1 

1 

■1 

15 



(a) The concept ot faithful representation requires that the financial statements give a true picture of the nature 
and effect ot financial transactions. It users can be confident that this is the case, then the financial 
statements can be considered to be reliable. 

This means that assets and liabilities as shown in the statement of financial position exist, are assets or 
liabilities of the entity and are shown at the correct amount, in accordance with the stated accounting 
policies of the entity. For instance, it may seem that a property shown at original cost when its market value 
is twice that amount is not faithfully represented, but if the disclosed accounting policy of the entity is not to 
revalue its properties, users will know what they are looking at and can adjust accordingly. 

The most obvious examples of faithful representation not being adhered to involve off -balance -sheet finance 
transactions, such as sale and leaseback, where secured loans are disguised as the sale of assets. This 
keeps borrowing out of the statement of financial position and avoids any consequent impact on gearing. 
The accounting scandals of the past decade revealed numerous off- balance -sheet schemes and underlined 
the importance ot faithful representation. 

(b) (i) The finance director is correct in that, if the plant is regarded as being held under an operating lease, 

it will not be capitalised. In this case the cost of the plant will not be included in capital employed and 
so will not have an adverse effect on ROCE. 

However, the finance director's comments betray an ignorance of IAS 17. Under IAS 17 leases are 
classified according to the substance ot the transaction, on the basis of whether or not the risks and 
rewards of ownership have been transferred. The standard gives examples ot situations where a lease 
would normally be classified as a finance lease, including: 
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where the lease transfers ownership to the lessee at the end of the lease term 

where an option to purchase exists on terms which make it reasonably certain that the option 

will be exercised 

where the lease term is for the major part of the asset's economic life 

where the present value of the minimum lease payments amounts to at least substantially all 

of the fair value ot the asset 



of the fair value of the plant. This must therefore be regarded as a finance lease and consequently will 
impact the ROC E. 

(ii) 1 Operating lease 

$ 
Income statement 
Payment under operating lease (100,000 x 6/1 2) 50,000 

Statement of financial position 

Current assets 

P re pay ment {1 00,000 x 6/1 2) 50, 000 

2 Finance lease 

$ 
Income statement 

Depreciation (350,000/4 x 6/12) 43,750 

Finance costs (W) 12,500 

Statement of financial position 

Non-current assets 

Leased p lant (3 50,000 - 43 ,750) 306 ,250 

Non-current liabilities 

Amount due under finance lease (W) 1 75,000 

Current liabilities 

Amount due under finance lease 

(262,500-175,000) 87,500 

Working 

$ 

Cost1.4.X7 350,000 

1. 4 .X7 deposit (100,000) 

Balance 1. 4 .X7 250,000 

Interest to 30.9.X7 (250,000 x 10% x 6/12) 12,500 

Balance 30.9JC7 262,500 

I nte rest to 1 .4 _X8 (250,000 x 1 0% * 6/1 2) 12, 500 

1. 4 .X8 payment (100,000 ) 

Capital balance due 30.9.X8 175,000 

64 Preparation question: Julian 

(a) 

Carrying Tax Temporary 



riopeny, punt diiu ttt|ui|jineiiL tou 


CfV 


I3U 


Development expenditure 60 




60 


1 nterest receivable (55-45) 10 




10 


Provision (40) 




m 

220 


K^ 




tamn 


LuncNnu 






(b) Notes to the statement of financial position 




I 


Deferred tax liability 




$000 


Accelerated depreciation for tax purposes ((190-90) x 30%] 




30 


Product development costs deducted from taxable profit (60 > 


30%) 


18 


Interest income taxable when received (10 x 30%) 




3 


Provision tor environmental costs deductible when paid (40 x 


30%) 


(12) 


Revaluations (90 x 30%) 




27 

66 

$000 


At 1 January 20X4 [(31 - 230) x 30%] 




24 


Amount charged to income statement (balancing figure) 




15 


Amount charged to equity (90 x 30%) 




27 


At 31 December 20X4 (220 x 30%) 




66 


Note to the income statement 






Income tax expense 




$000 


Current tax 




45 


Deferred tax 




1b 
60 


65 Deferred taxation 






(a) IAS 1 2 Income faxes prescribes the accounting treatment for income taxes 


including the recognition of 



base of an asset or liability is the amount attributed to that asset or liability for tax purposes. Temporary 
differences may be either taxable or deductible. 

Taxable temporary differences will result in taxable amounts in determining taxable profit (loss) of future 
periods when the carrying amount of the asset or liability is recovered or settled. 

Deductible temporary differences will result in amounts that are deductible in determining taxable profit 
(tax loss) of future periods when the carrying amount of the asset is recovered or settled. (IAS12) 

IAS 12 identifies the main categories in which temporary differences can occur, which include the following: 

(i) Interest revenue is included in accounting profit on a time proportion basis but may, in some 
jurisdictions, be included in taxable profit when cash is collected. The tax base of any receivable 
recognised in the statement of financial position with respect to such revenues is nil because the 
revenues do not affect taxable profit until cash is collected; 

(ii) Depreciation used in determining taxable profit (tax loss) may differ from that used in determining 
accounting profit. The temporary difference is the difference between the carrying amount of the 
asset and its tax base which is the original cost of the asset less all deductions in respect of that 
asset permitted by the taxation authorities in determining taxable profit of the current and prior 
periods. A taxable temporary difference arises, and results in a deterred tax liability, when tax 
depreciation is accelerated (if tax depreciation is less rapid than accounting depreciation, a deductible 
temporary difference arises, and results in a deferred tax asset); 

(iii) Development costs may be capitalised and amortised over future periods in determining accounting 
profit but deducted in determining taxable profit in the period in which they are incurred. Such 
development costs have a tax base of nil as they have already been deducted from taxable profit. The 
temporary difference is the difference between the carrying amount of the development costs and 
their tax base of nil. 

(iv) Research costs are recognised as an expense in determining accounting profit in the period in which 
they are incurred but may not be permitted as a deduction in determining taxable profit (tax loss) 
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until a later period. The difference between the tax base of the research costs, being the amount the 
taxation authorities will permit as a deduction in future periods, and the carrying amount of nil is a 
deductible temporary difference that results in a deferred tax asset; 



exceeds its carrying amount. 

(b) G Co 

Temporary difference at 31 March 20X3: 

$ 
Temporary differences b/f at 1 April 20X2 1 00 

Arising in year (1 00-90) _J0 

110 

Deferred tax liability will be 1 10 x 30% = $33,000 

This figure will be included in the statement of financial position. 

The decrease in the provision of ($35,000 - $33,000) = $2,000 will reduce the tax charge for the year. 

66 Bowtock II 

(a) Principles of deferred lax 

In many countries different rules are used for calculating accounting profit (as used by investors) and 
taxable profit. This can give rise to temporary differences. 

Temporary differences arise when income or expenditure is recognised in the financial statements in one 
year, but is charged or allowed tor tax in another. Deferred tax needs to be provided for on these items. 

The most important temporary difference is that between depreciation charged in the financial statements 
and capital allowances in the tax computation. In practice capital allowances tend to be higher than 
depreciation charges, resulting in accounting profits being higher than taxable profits. This means that the 
actual tax charge (known as current tax) is too low in comparison with accounting profits. However, these 
differences even out over the life of an asset, and so at some point in the future the accounting profits will be 
lower than the taxable profits, resulting in a relatively high current tax charge. 

These differences are misleading for investors who value companies on the basis of their post tax profits (by 
using EPS for example). Deferred tax adjusts the reported tax expense for these differences. As a result the 
reported tax expense (the current tax for the period plus the deferred tax) will be comparable to the reported 
profits, and in the statement of financial position a provision is built up for the expected increase in the tax 
charge in the future. 

There are many ways that deferred tax could be calculated. IAS 1 2 states that the liability method should be 
used. This provides for the tax on the difference between the carrying value of an asset {or liability) and its 
tax base. The tax base is the value given to an asset (or liability) for tax purposes. The deferred tax charge 
(or credit) in the income statement is the increase (or decrease) in the provision reported in the statement of 
financial position. 

(b) Bowtock 

The provision for deferred tax in Bowtock s statement of financial position at 30 September 20X3 will be the 



The charge (or credit) for deferred tax in prof it or loss is the increase {or decrease) in the provision during 
the year. The closing provision of $158,000 is less than the opening provision of $160,000, so there is a 
credit for $2,000 in respect of this year. 
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Movement in the provision for deferred tax for the year-ending 30 September 20X3 



Opening provision 












160,000 


Credit released to the 


income 


statement 








(2,000) 


Closing provision 












158,000 


Workings 




Accounting 




Tax base 


Difference 


Tax @ 25% 






Carrying value 










Y/E09/X1 




$ 




$ 


s 


S 


Purchase 




2,000,000 




2,000,000 


- 


- 


Depreciation 


W1 


(200,000) 


W2 


(800,000) 






Balance 




1,800,000 




1,200,000 


600,000 


150,000 


Y/E09/X2 














Depreciation 




(200,000) 


W3 


(240,000) 






Balance 




1,600,000 




960,000 


640,000 


160,000 


Y/E09/X3 














Depreciation 




(200,000) 


W4 


(192,000) 






Balance 




1,400,000 




768,000 


632,000 


158,000 



(W1 ) $5,000,000 cost - $400,000 residual value over 8 years. 

(W2) $2,000,000 x 40% 

(W3) $1,200,000x20% 

(W3) $960,000x20% 



(a) 



Date 


Narrative 


Shares 


Time 


Bonus 
fraction 


Weightet 
average 


1.1 .X1 


LVd 


5,000,000 


xV 12 




470,085 


31.1X1 


Rights issue 


* 1 ,250,000 












6,250,000 




X '1D 


2,864,583 


30.6.X1 


FMP 


+ 125,000 












6,375,000 


* %i 


y 1 V 

y / 10 


2,921,875 


30.11.X1 


Bonus issue 


+ 637,500 












7,012,500 






584,375 
6,840,918 



TERP 



4 ©2 
1 @ 1.75 

b 
1.95 


$2,900,000 



EPStory/e31.12.X1 = ^1^2^^ = 42.4c 
6,840,918 

1 QR 

Restated EPS for y/e 31 .1 2.X0 = 46.4c x -^J 

2.00 



8.00 
1.75 
9.75 



■< K L = 41.1c 
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D . cne , $644,000 c t , 
Basic EPS = !, ' ^ = 6.44 
10,000,000 

Earnings 

Profit for the year 644,000 

I nterest saving { 1 ,200,000 @ 5% x 70%) 42,000 

686,000 
Number of shares 

Basic 10,000,000 

On conversion 4,800,000 

14,600,000 



■*., ,r^ $686,000 .„, 
Diluted EPS= — — — — - 4.64c 
14,800,000 



(c) Talbot 



- . ene . 540,000 ^ rta 
Basic EPS = _ ' „ rtft = 10.8c 
5,000,000 

Diluted EPS: 

Consideration on exercise 

400,000., $1.10 = $440,000 

Shares acquired at FV 

$440,000/$1 .60 = 275,000 

.-. shares issued for no consideration 
(400,000-275,000) = 125,000 

540,000 
5,000,000-125,000 



68 Savoir 

(a) Year ended 3 1 March 20X4 














Bonus 


Weighted 


Date 


Narrative 


Shares 


Time 


traction 


average 


1.4.X3 


Opening 


40,000,000 


x s / ia 


*% 


12,500,000 


1.7.X3 


Full market price 


8,000,000 












48,000,000 


% 


x% 


30,000,000 


1.1.X4 


Bonus issue (V d ) 


12,000,000 












60,000,000 


%2 




15,000,000 



57,500,000 



Comparative 

The EPS for 20X3 would be restated to allow for the dilutive effect of the bonus issue as follows: 

25c x 48/60* = 20c 

* Existing shares + new issue = 48 

Existing shares + new issue -(-bonus issue = 60 

Note that the 8m shares issued at full price are no n -dilutive and are therefore added to both sides of the 
fraction. 



Hum 
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Year ended 31 March 20X5 

'2 for 5' rights issue takes place halfway through the year and results in 24m additional shares. 

Weighted average number of shares calculated as follows: 











Bonus 


Weighted 


Date 


Narrative 


Shares 


Time 


fraction 


average 


1.4.X4 


Opening 


60,000,000 


'12 


2 %(W) 


36,000,000 


30.9.X4 


Rights issue (%) 


24,000,000 












84,000,000 


'12 




42,000,000 
78,000,000 



Earnings $19.5m, therefore EPS = 19.5/78 = 25c 

Comparative 

The EPS for 20X4 is now restated following the rights issue in October 20X4 as follows: 

24c x Theoretical ex-rights price (W)/Market price = 24c x 2/2.40 = 20c 

Working 

$ 
Theoretical ex-rights price 
5 shares at market price (5 x 2.4) 5 @ $2.4 12 



Shares 


Earnings 


m 


$m 


84.0 


25.2 


10.0 


1.2 (W1) 


4.8 (W2) 


- 


98.8 


26.4 



.\ Theoretical ex- rights price = $14/7 = 

(b) Basic EPS = $25.2m/84m = 30c 
Diluted EPS: 



Existing 
Loan stock 
Share options 

EPS = 26.4/98.8 = 26.7c 
Workings 

1 Loan stock 

$m 
When conversion takes place there will be a saving of: 
Interest (20m >: 8%) 16 

Less tax (1 .6 x 25%) (04) 

1.2 

2 Share options 

Shares issued will be 1 2m @ $1 .50 = $18m. 

At market price of $2.50 the value would be $30m. 

The shortfall is $1 2m, which is equivalent to 4.8m shares at market price 



69 Barstead 



Text references Chapter 18 

Top tips The answer to part(a) may have seemed fairly obvious, but the question asked you to explain and allowed 
4 marks for it, so clearly more than three sentences were required. It was worth spending a tew moments thinking 
about this and writing a proper answer. 



Answers U__J 

iiiiiimi« 



Easy marks Part (a) was easy with a bit of thought and (b) was easy for students who had revised EPS and knew 
what they were doing. Otherwise it would have been difficult to score much at all on (b). 

Examiner's comments. Part (a) seemed to baffle most candidates. Few candidates could relate the differentials to 
new shares being issued. Part (b) was answered better, although some candidates thought the dilution was caused 
by the rights issue rather than the convertible loan stock. 



Marking scheme 



(a) 1 mark per valid point 

(b) Basic EPS for 2009 
Restated EPS tor 2008 
Diluted EPS for 2009 

Total tor question 



Marks 

4 

3 

1 

2 

6 

10 



(a) An increase in profit after tax of 80% will not translate into a comparable increase in EPS unless the 
number of shares in issue has remained constant. The disparity between the increase in profit and the 
increase in EPS shows that Barstead has obtained the resources it needed in order to generate higher profit 
through share issue(s). This may have been done as part of an acquisition drive, obtaining a controlling 
interest in other entities through share exchange. In this way, EPS is a more reliable indicator of 
performance than pure profit because it matches any additional profit with the resources used to earn it. 

Diluted EPS takes into account the existence of potential ordinary shares, arising from financial instruments 

such as options, warrants and convertible debt. Diluted EPS shows what EPS would be if all of these 
potential shares came into existence in the current year. In the case of Barstead, the diluted EPS has 
increased by less than the basic EPS. This shows that some of the profit increase has been financed by the 
issue of financial instruments carrying future entitlement to ordinary shares. These instruments will carry a 
lower finance cost than non -convertible debt, which helps to boost current profits. But this means that the 
finance costs saved when these instruments are converted will probably be insufficient to offset the adverse 
effect of the additional shares, leading to dilution. This is an advance warning signal to investors. 

(b) Theoretical ex-rights price will be: 



4 shares at $3.80- 
1 share at $2.80 - 



15.2 
2£ 
18.0/5 = $3.60 



Date Narrative No. shares (m) Time period Bonus fraction Weighted 

average (m) 

1.10.2008 b/d 36 x3/12 x$3.80/$3.60 9.5 

1.1.2009 Rights issue _9 

_45 x9/12 33.75 

43.25 

Basic EPS for the year ended 30 September 2009 is therefore: 

$15m/43.25m = 34.7c 

Comparative EPS « 35c x 3.6/3.8 = 33.2c 

Diluted EPS: 

The additional earnings will be $800,000 ($1 Om x 8%) less 25% tax = $600,000 
The additional shares will be (10m/100) x 25 = 2.5m 

B_^ Answers 
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The net effect is therefore $600,000/2.5 m = 24c. This is below basic EPS and therefore dilutive. 

Earnings = $1 5.6m 

Shares = 43.25 + 2.5 = 45.75 

Diluted EPS = 34.1c 



70 Reactive 



Text reference. Chapter 19. 

Top tips. This is a good example of what the examiner wants to test in a interpretation question. Only 10 marks 
were available for the ratios. What you had to do was explain them, and for this you must take into account any 
information you are given. In this case the asset disposals were very relevant. 

Eisy marks. You may have had trouble with one or two of the ratios but you could still have scored marks for 
intelligent comment, as long as you had spotted the situation. Part (c) was easy marks. 



Marking scheme 



Marks 



(a) One mark per ratio 10 

(b) 1 mark per valid point Maximum JP_ 
Total for question ?9_ 



(a) ROCE = 220/680:-:: 100 = 32.3% 

Net asset turnover = 4,000/680 = 5.9 times 

Gross profit margin = 550/4,000 * 100 = 13.8% 

Net profit margin = 200/4,000 ■■< 100 = 5% 

Current ratio = 610/480 = 1.3:1 

Closing inventory holding period = 250/3,450 x 365 = 26 days 

Trade receivables collection period = 360/3,000* *365 = 44 days 

' credit sales 

Trade payables payment period = 430/3450 x 365 = 45 days 

Dividend yield = 22.5/375* x 100 = 6% 

* Dividend per share(90/400)/market price of share 

Dividend cover = 1 50/90 = 1 .67 times 

(b) Analysis ol the comparative financial performance and position ol Reactive for the year ended 31 March 
20X6 

The first thing to notice about Reactive's results is that the R0CE has increased by 4.2 percentage points, 
from 28.1 to 32.3. On the face of it, this is impressive. However, we have to take into account the fact that 
the capital employed has been reduced by the plant disposal and the net profit has been increased by the 
profit on disposal. So the R0CE has been inflated by this transaction and we should look at what the R0CE 
would have been without the disposal. Taking out the effects of the disposal gives us the following ratios: 

ROCE = 160/ {680 t 80) x 100 = 23.7% 

Net asset turnover = 4,000/760 = 5.3 times 

Net profit margin = 160/4,000 x 100 = 4% 



Answers 
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Comparing these ratios to those tor the period ended 31 March 20X5 we can see that ROCE has fallen. This 
tall has been occasioned by a fall in the net profit margin. The asset turnover has improved on the previous 
year even after adding back the disposal. 

The net profit margin can be analysed into two factors - the gross profit margin and the level of expenses. 
The gross profit percentage is 3,2% down on the previous year. This is probably due to the rebates offered 
to wholesale customers, which will have increased sales at the expense of profitability. The replacement of 
some production lines by bought in products will probably also have reduced profit margins. Sales may have 
been increased by the advertising campaign, but this has been additional expense charged against net profit. 
It looks as if management have sought to boost revenue by any available means. The plant disposal has 
served to mask the effect on profits. 

Reactive 's liquidity has also declined over the current year. The current ratio has gone down from 1 .6 to 
1 .3. However, there has also been a sharp decline in the inventory holding period, probably due to holding 
less raw material for production. It could be that the finished goods can be delivered direct to the 
wholesalers from the supplier. This will have served to reduce the current ratio. The receivables collection 
period has remained fairly constant but the payables payment period has gone down by 10 days. It looks as 
if, in return for prompt delivery, the finished goods supplier demands prompt payment. This fall in the 
payables period will have served to improve the current ratio. We do not have details of cash balances last 
year, but Reactive currently has no cash in the bank and a $10m overdraft. Without the $120m from the sale 
of plant the liquidity situation would obviously have been much worse. 

The dividend yield has increased from 3.75% to 6%, which looks good as far as potential investors are 
concerned. But we are told that the dividend amount is the same as last year. As there have been no share 
issues, this means that the dividend per share is the same as last year. Therefore the increase in dividend 
yield can only have come about through a fall in the share price. The market is not that impressed by 
Reactive 's results. At the same time the dividend cover has declined. So the same dividend has been paid on 
less profit {last year's dividend cover was 2.0, so profit must have been $180m). Management decided it 
was important to maintain the dividend, but this was not sufficient to hold the share price up. 

To conclude, we can say that Reactive's position and performance is down on the previous year and any 
apparent improvement is due to the disposal of plant. 

71 Victular 

Text references. Chapters 19 and 20 

Top tips. Note that only 8 marks are available for calculating the ratios. If you had trouble remembering how to 



Easy marks. The ratios were easy marks and so was part (c). The analysis was slightly challenging because it was 
not a clear-cut picture, but you should have found enough useful points to make. 

Examiner's comments. Many candidates were able to calculate the ratios but analysing and interpreting them was a 
different matter. Much of the information in the scenario was ignored and many candidates failed to attempt part 
(c), thereby throwing away 5 marks. 



Marking scheme 



(a) Merlot's ratios 

(b) 1 mark per valid comment up to 

(c) 1 mark per relevant point 
Total for question 






Marks 

a 

12 

5 

25 



Answers 



(a) 



ROCE 

Pre-tax ROE 

Net asset turnover 

Gross profit margin 

Operating profit margin 

Current ratio 

Closing inventory 
holding period 



(2,500 - 500 - 10) / {2,800 + 3,200 4 3,000 + 500) % 

(1 ,400/2,800)% 

20,500/(14,800-5,700) 

(2,500/20,500)* 

(2,000/20,500)% 

7.300/5700 

(3,600/18,000) x 365 



- 20. g% 
= 50% 
= 2.3 times 
= 12.2% 
= 9.8% 
= 1.3:1 

= 73 days 



coiiecn on penoa [j,/uu/£U,ouuj * joa , 

1 ' =66 days 

Trade payables payment 

pe riod (3,800 / 1 8,000) x 365 

= 77 days 

Gearing (3,200 + 500 + 3,000) / 9,500% - 71 % 

I nte rest cover 2,000 / 600 = 3.3 time s 

Divide n d cover 1 ,000 / 700 =1.4 times 

(b) Assessment of relative position and performance of Grappa and Me riot 

Profitability 

At first sight it appears that Victular would see a much greater return on its investment if it acquired Merlot 
rather than Grappa. A closer analysis of the figures suggests that this may not be the case. 

Merlot has an ROCE over 40% higher than Grappa's and an ROE more than double Grappa's ROE. However, 
the difference is due more to the lower level of equity in Merlot than to the superiority of its profit. Merlot' s 
equity (2,800) is only half that of Grappa (5,500). This reduces the denominator for ROCE and doubles the 
ROE. A closer look at the profits of both companies shows that the operating profit margin of Grappa is 
10.5% and that of Merlot is 9.75%. 

The net asset turnover of Merlot (2.3 times) suggests that it is running the more efficient operation. Merlot 
has certainly achieved a much greater turnover than Grappa and with a lower level of net assets. The 
problem is that, on a much higher level of turnover, its net prof it is not much higher than Grappa's. 

Further analysis of net assets shows that Grappa owns its factory, while Merlot' s factory must be rented, 
partly accounting tor the higher level of operating expenses. Grappa's factory is carried at current value, as 
shown by the property revaluation reserve, which increases the negative impact on Grappa's ROCE. 

Gearing 

Merlot has double the gearing of Grappa, due to its finance lease obligations. At 7.5% Merlot is paying less 
on the finance lease than on its loan notes, but this still amounts to a doubling of its interest payments. Its 
interest cover is 3.4 times compared to 6 times for Grappa, making its level of risk higher. In a bad year 
Merlot could have trouble servicing its debts and have nothing left to pay to shareholders. However, the tact 
that Merlot has chosen to operate with a higher level of gearing rather than raise funds from a share issue 
also increases the potential return to shareholders. 

Liquidity 

Grappa and Merlot have broadly similar current ratios, but showing a slightly higher level of risk in the case 
of Merlot. Merlot is also running an overdraft while Grappa has $1.2m in the bank. Grappa is pursuing its 
receivables slightly less aggressively than Merlot, but taking significantly longer to pay its suppliers. As this 
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does not appear to be due to shortage of cash, it must be due to Grappa being able to negotiate more 
favourable terms than Merlot. 

Summary 

Merlot has a higher turnover than Grappa and a policy of paying out most of its earnings to shareholders. 
This makes it an attractive proposition from a shareholder viewpoint. However, if its turnover were to fall, 
there would be little left to distribute. This is the risk and return of a highly geared company. Merlot is 
already running an overdraft and so has no cash to invest in any more plant and equipment. In the light of 
this, its dividend policy is not particularly wise. Grappa has a lower turnover and a much more conservative 
dividend policy but may be a better long-term investment Victular's decision will probably depend upon its 
attitude to risk and the relative purchase prices of Grappa and Merlot 

While ratio analysis is a useful tool, it has a number of limitations, particularly when comparing ratios for 
different companies. 

Some ratios can be calculated in different ways. For instance, gearing can be expressed using debt as a 
proportion of debt and equity or simply debt as a proportion of equity. Ratios can be distorted by inflation, 
especially where non-current assets are carried at original cost. 

Ratios are based upon financial statements which may themselves not be comparable due to the adoption of 
different accounting policies and different estimation techniques. For instance, whether non-current assets 
are carried at original cost or current value will affect ROCE, as will the use of different depreciation rates. In 
addition, financial statements are often prepared with the key ratios in mind, so may have been subject to 
creative accounting. The year end values also may not be representative of values during the year, due to 
seasonal trading. 

Victular will find further information useful in making a decision regarding this acquisition. Victular should 
look at the composition of the Board of each company and the expertise it may be acquiring. It will also want 
to see the audited final accounts and any available management information, such as management accounts, 
budgets and cash flow forecasts. 



72 Crosswire 



Text references Chapters 4, 19 and 21 






given some trouble was analysing the snare issue to see now mucn cash was actually received. It is important in a 
question like this to allocate an equal amount of time to each part and note that the requirement in (a)(i) also 
includes intangible assets. 

Easy marks There were plenty of easy marks in this question. Students should have had no trouble with the 
movement on non-current assets in part (a) or with 'cash flows from investing activities'. A careful re-reading of 
the question would have provided some sensible comments to make about the ROCE. 

Examiner's comments. In part (a) many candidates made a good attempt at the movement in non-current assets, 
including the increase in cost due to the environmental provision. In the cash flow section, very few accurately 
accounted for the cash flow aspects of a partial loan to equity conversion. In part (b) very few correct answers 
were given for the ROCE calculation and few attempted to identify the components of ROCE in order to identify the 
cause of its deterioration. 



Pi _ ^ J Answirc 
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Marking scheme 



Marks 



Property, plant and equipment 

Mine \% 

Land revaluation \ x / t 

Leased plant 1 

Plant disposal 1 

Depreciation 1 



Development expenditure _2 

9 

(ii) Investing activities: 

Purchase ot property, plant and equipment 2 

Disposal proceeds of plant Vi 

Development expenditure 1 

Financing activities: 

Issue of equity shares 1 % 

Redemption of convertible loan notes 1 

Lease obligations 1 

Loan interest \_ 

8 

(b) Calculation of ROCE 2 

Supporting components ratios 2 

Explanatory comments - up to 4 

_8 

Total for question 25 



(a) (i) Property, plant and equipment 

S'OOO 

Balance at 30 September 2008 13,100 

Addition - mine (5m + 3m restoration) 8,000 

Plant obta ined und e r f inance lease 1 0,000 

Revaluation surplus on land (2,000 x 100/80) 2,500 

Plant disposal (500) 

Depreciation (3,0O0) 

Plant replacement (balance) 2,400 
Balance at 30 September 2009 

Intangible asset - development costs 

Balance at 30 September 2008 

Additions 

Impairment charge (balance) 

Balance at 30 September 2009 



32,500 


S'OOO 
2,500 
500 
(2,0O0) 


1,000 



- 
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(ii) Cash flows from investing activities 






$'000 


$'000 




Purchase of PPE: 












Mine 






5,000 






Plant 






2,400 


(7,400) 




Development costs 








(500) 




Proceeds from sale of plant 








1,200 




Net cash used in investing activities 








(6,700) 




Cash flows from financing activities 








$'000 




Proceeds of share issue (400 + 1,60C 


(W)) 






2,000 




Loan notes redeemed (W) 








(1,000) 




Capital payments under finance lease (10,000- 


(5,040+1,760) 




(3,200) 




Finance lease interest paid 








(400) 




Loan note interest 








(350) 




Net cash used in financing activities 








(2,950) 




Working: 






Share 
$'000 


Shares premium 
$'000 




At 30 September 2008 






4,000 


2,000 




Issued on conversion: 












$4mx 20/100x75% 






600 






Premium - {(1 00/20 x 600) - 600) 








2,400 




Issued for cash (balance) 






400 


1,600 




At 30 September 2009 






5,000 


6,000 






(b) Loan notes redeemed for cash are therefore $4m x 25"% 


> = $1m 










ROCE 













29.3% 



14,700 (9,700-5,000) 

5,750 (4,000 + 1,000 + 400 + 350) 

27,000 (1 9,200 + 1 ,000 + 5,040 + 1 ,760) 



21.3% 



We can see that profit before interest and tax has increased between 2008 and 2009 both in real terms and 
as a percentage: 

2008 - (4,300/42.000) x 100 = 10.2% 

2009 - (5,750/52,000%) x 1 00 » 1 1 % 

The decline is therefore due to changes in asset turnover: 

2008 -42,000/1 4,700 = 2.8 times 
2009 -52,000/27,000 = 1.9 times 

This points to capital being utilised less efficiently in the year to 30 September 2009. This can be 
analysed further by looking at the nature of the additional capital. 

During the year Crosswire spent $5m on a platinum mine which has an expected life of 10 years. It is 
possible that the mine was not running at full capacity for the first year. 

$6.8m is owed on a finance lease for plant. The lease was not taken out until April 2009, so this equipment 
has only had 6 months to show a return. 

$2m arises from a revaluation of freehold land. This will not give rise to any increase in return. 
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73 Harbin 



We are told that during 2009 Crosswire embarked on a replacement and expansion programme for its non-current 
assets. It is to be expected that such a programme would have a temporarily adverse effect on its ROCE. In future 
years it can expect to reap the benefit of this expenditure and see an improved ROCE. 



i op lips, ii is reaiiy important in inese interpretation questions not to get ooggea aown in me ratios, tou can see 
from the mark allocation that twice as many marks are available for the analysis. The examiner frequently points out 
that to compare two ratios and say something went up or down is not analysis. You must look behind the numbers 
and make some suggestion why this has happened. 

Easy marks. The ratios were easy and should not have taken long. It you had trouble remembering how to do any 
of them, you could work them out from last year's. However, you were told that the purchase ot Fatima was 
significant, so yoj must allow for this in calculating the ratios. If you did this, the ratios gave you plenty to analyse. 

Examiner's comments. In general candidates did well in calculating ratios, although ROCE and gearing gave 
problems. Unfortunately, the performance assessment that followed was quite poor. Some candidates did not even 
point out obvious issues arising from the purchase of Fatima. 



Marking scheme 



(a) one mark per required ratio 

(b) for consideration ot Chief Executive's report 
impact for purchase 

remaining issues 1 mark per valid point 



Marks 

8 

3 

6 

B 



Total for question 



25 



(a) Ratios 



HGCL 



Net asset turnover 



Net profit margin 



1 6.000 + 8.00O 
114.000 + 100,000 

24,000 -2aooo 

11 4,000 -{22,000 -5,500) 

250,000 
114,000 + 100,000 

250,000-70,000 
11 4.000 -(22,000 -5,500) 
16,000 
250.000 

24,000-22,000 
250,000 - 70,000 



% 



Including 
Fatima 

11.2% 



1.17 



6/.% 



Excluding 
Fatima 



2.05% 



% 



U 



^: 



Closing inventory holding period 200000 * 

13 ' 000 UK 

Trade receivables collection period 250000 * 



46 days 

19 days 



Arams 






Payables payment period 

Gearing 

■ 5,500 = 25% tax 



200,000 
100,000 

100,000 + 114,000 



Including 
Fatlma 

42 days 
467% 



Excluding 
Fatima 



It is clear that the acquisition of Fatima has had a very positive impact on Harbin's results for the year ended 
30 September 20X7. For this reason it is instructive to look at the 20X7 ratios which have been affected by 
the acquisition and see what they would have been without the addition of Fatima' s results. 

Profitability 

It is immediately apparent that without the purchase of Fatima the Chief Executive's report would have 
looked very different. The increase in sales revenue of 39% would have disappeared. The sales revenue of 
Harbin is static. The increase in gross profit margin from 16.7% to 20% would have been a fall to 1 1.1%. 
The profit for the period would not have doubled. It would have gone from an $8m profit before tax in 20X6 
to a $2m profit before tax in 20X7, assuming that the loan note interest would not have arisen. This would 
have given an ROCE of 2.05% for 20X7 rather than the 1 1 .2% when Fatima is included. If we break ROCE 
down into net prof it% and asset turnover, we can see that Fatima's results have increased the net profit% by 
almost six times, while having an adverse effect on the asset turnover due to the $100m funding through 
loan notes. There is some distortion in the 20X7 figures arising from interest charges which are not 
deducted in calculating ROCE but have been deducted in arriving at net profit. 

Liquidity 

While it has greatly enhanced Harbin's profitability, the purchase of Fatima has done little for liquidity, an 

Qpnjs.nl" a/i+ tAimlvoA' afh in tho ov+roiAf ir^m "hha f'Kia'f Cvonitiwa't risnAH* UlQrhin kArrrturoA* dfUlm 1a in-aw f nr 
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$10m dividend. In this way it has, despite the increased profit, converted a positive cash balance of $14m to 
an overdraft of $17m. The ratios show this very clearly. Harbin's current ratio has declined from 2.5:1 to 
0.86:1 and its quick ratio (not shown above) has declined from 1 .47:1 to 0.30:1 , casting some doubt upon 
whether it will be able to continue to meet its commitments as they fall due. 

The increase in the inventory holding period is worrying, as it suggests that Harbin may have inventory 
which is slow-moving, and the increase in the payables period by 10 days suggests problems paying 
suppliers. Harbin has a $4m tax bill outstanding. If this is not paid on time it will incur interest, which will 
further weaken the cash position. 

Gearing 

The cost of acquiring Fatima is directly reflected in the gearing ratio, which has gone from nil in 20X6 to 
46.7% in 20X7, with the issue of the loan notes. This will reduce profits available for distribution to 
shareholders in the future and if Harbin's cash position does not improve it may be forced to seek further 
loans. In the light of this, the increase of 25% in the dividend is hard to justify. 
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74 Breadline 



Terl reference. Chanter 70 



go through the normal consolidation adjustments you should be able to think of five ways in which they could affect 
the perceived performance of a subsidiary. 

Part (b) Financial analysis is a key part of the syllabus and a key skill throughout your professional career. The first 
thing you must do is to identify who you are performing the analysis for and why. In this case you are reporting to 
your own Chief Executive. The purpose of the report is not so clear. The body of the question refers to the 
possibility of acquiring Breadline and the recoverability of the money owed to Judicious, but the requirement itself 
asks you to analyse the overall financial performance of Breadline. The question also reminds you to refer to areas 
that cause concern or require further investigation. The second thing you should do is to review the financial 
statements to pick out obvious changes from one year to the next. When you have identified these, then you can 
switch on your calculator and calculate the ratios. Finally, remember that the marks are for your comments, not tor 
the calculations. 

Easy marks. Part (a) should be 5 easy marks. 

Examiner's comments. Part (a) was a discussion of issues that may arise in part (b), although several candidates 
failed to realise this. Part (b) was generally well answered, although tar too many answers gave the movements 
without discussing reasons for those movements. The notes given to the financial statements contained vital 
information that was ignored by too many candidates. 



Marking scheme 



(a) 1 mark per relevant point to a maximum of 

(b) Format and presentation of report 
Calculation of relevant ratios - up to 
Appropriate comments on above ratios 
References to areas ot concern 



Available 

Maximum 

Maximum for question 



Mirks 

5 

1 

6 

10 

5 
22 
20 

2b 



(a) Assessing a subsidiary's performance 

The trade of a subsidiary is carried out tor the benefit of the group as a whole, not for the benefit of the 
subsidiary itself. Therefore there will be transactions, assets and liabilities that only exist because of the 
subsidiary's position within the group. The value ot these transactions (and the transaction itself) will not 
have been agreed on an "arm's length' basis. Some typical examples are noted below: 

Revenues and cost of sales 



Groun companies often trade between themselves at an aareed Drice. This nrice is normallv above or below 



Also, these transactions might not take place at all if the companies were independent. For example, a baker 
might buy its flour from a subsidiary, but would choose a completely different supplier if the companies 
were independent. 

Group companies normally don't compete against each other. This means that a subsidiary might retrain 
from making sales that it would otherwise have made. Also, it might be protected against competition from 
other group companies. 



Answer* 

Inmnltam 
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Shared costs and benefits 

Group companies often pool resources in order to get economies of scale. For example office buildings and 
administration costs can be shared, reducing the cost to each company. Marketing, distribution, research 
and development will also be better and cheaper if they are shared across a group. 

Finance is often raised at competitive rates for the group as a whole, with the funds then being passed on to 
the subsidiaries. Sometimes the finance for a subsidiary will be deliberately subsidised via an inter-company 
loan account. 

All of the above practices are legitimate and make sound business sense. However, they all distort the 
reported performance of an individual subsidiary company. If the subsidiary were independent its trade and 
its profitability would be very different. 

Report to the Chief Executive of Judicious on the financial position of Breadline 

From: Assistant Financial Controller 

Inlroduction 

This report investigates the overall financial position of Breadline with particular reference to the possibility 
of acquiring Breadline and the recoverability of the amounts owed to Judicious. 

This report is based on the published financial statements of Breadline for the year ending 31 December 
20X1. Breadline is a wholly owned subsidiary of Wheatmaster. 

There are a number of areas that cause concern, or where further investigation is necessary. These are 
highlighted in the report. 



Breadline has increased revenues by 31% and increased its reported gross profit margin from 26% to 30%. 
On the face of it this looks like good sustainable growth. 

However, the notes to the accounts report that the profit on disposal of the freehold premises was credited 
to cost of sales. This will have reduced the cost of sales and inflated gross profit. It is a one off profit that 
cannot be repeated in the future. The financial effect of this sale is not known but it can be estimated. The 
company's business address and trading premises have not changed; this suggests that the company is still 
occupying the same buildings. In 20X0 Breadline had freehold buildings valued at $1,250,000 and no 
leasehold buildings. In 20X1 Breadline had no freeholds but owned a leasehold costing $2,500,000. This 
suggests a sale and lease back arrangement. Because the proceeds of the freehold must have been greater 
than the cost of the leasehold this puts a minimum value on the sale proceeds of $2.5m and a minimum 
profit of $1 .25m. If 20X1 's cost of sales are adjusted for this then the gross profit in 20X1 would be $1 .3m 
and the gross profit margin only 15%. This suggests that Breadline has boosted sales by cutting its selling 
price. This has reduced operating profits in the current year and is unsustainable in the long run. 

Interest cover 

Although the reported interest cover has dropped from 206 to 100 it is still at an extremely safe level 
(interest cover of 6 would be adequate). However, excluding the profit on disposal of the freehold reduces 
profit before interest in 20X1 to $740,000. Also, Breadline has taken out a $500,000 loan note at a 2% 
interest rate. This is below the market rate of 8%. In one way or another Breadline will have to pay the 
market rate of interest, either by offering a premium on redemption or conversion rights, and so the true 
interest charge on the loan notes will be $40,000, not $10,000. This makes the total interest charge for the 
year $50,000 and reduces the interest cover to 1 5. 

Interest cover of fifteen is still good, but with the overdraft increasing and profitability declining the chances 
are that this is going to deteriorate further over the coming years. 

Working capital management 

Inventory levels have remained steady at about 18 days. Receivables have increased from 34 days to 41 
days. This may have been because the credit control department has been unable to cope with the 31% 
increase in sales. However, 41 days is acceptable. Likewise payables have edged up from 45 days to 52 



B> 



Answers 



What is worrying tor Judicious is that Breadline has not been paying us as quickly as other suppliers. Last 
year the balance owed to Judicious was 45.6 days old which was close to the average ot 44.8 days. This 
year the balance is 103.4 days, which is twice the average. This difference could have been caused by 
increased sales by Judicious in the last two months of the year, or more likely by Breadline favouring other 
suppliers over Judicious. Maybe Breadline is paying amounts owing to group companies before it is paying 
its third party suppliers. 

Financing 

Breadline has received $600,000 from issuing new shares ($400,000 capital + $200,000 premium) and 
$500,000 from issuing a loan note. The shares were issued to Wheatmaster, its parent, and the loan note 
was also probably issued to a related party. (That would account for the below market rate of interest.) In 
total $1 ,1 00,000 has been raised, but then $900,000 has been paid out by way ot dividend. It would have 
been much more efficient to have forgone the shares and loans and not paid a dividend either. The only 
explanation for this money-go-round is that it has transferred $900,000 ot distributable profits up to the 
parent. 

The dividend is particularly worrying because Breadline could only pay it by distributing the profit made on 
disposal of the freehold property. This is reducing Breadline's capital base. 

Breadline has also received a substantial (but unknown) amount from the disposal of property. The only 
obvious investment during the year is the purchase of another $870,000 of plant. 

Despite all this cash coming in, during the year the bank balance has fallen from $250,000 in hand to an 
overdraft of $220,000, a cash outflow ot $470,000. 

Conclusion 

Breadline's apparent progress and prosperity does not survive detailed examination. Its profits and cash 
flows appear to have been manipulated for the benefit of its parent, and to inflate the reported profits before 
selling the business. The dividends and sale and leaseback transactions also suggest that Wheatmaster is 
trying to extract as much value from the business as possible before selling it. Therefore I would not 
recommend that Judicious should acquire Breadline. 

Also, Judicious should seek to recover the amount owed to it for supplies, and to enforce stricter credit 
control in the future. 

Summary of ratios 

20X1 20X0 

I ncrease in revenues: ( $8 , 500 - $6,500)/$6,500 31 % 

Gross profit margins: $2,550/$8,500 ($1,690/$6,500) 30% 26% 

Revised gross profit in 20X1 : $2,550,000 - $1 ,250,000 $1 .3m 

Revised g ross prof it ma rgi n in 20X 1 : $1 .3m/$8.5 m 1 5% 

Reported interest cover: 20X1 ($2,550 - $560)/$20 1 00 
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Revised inte re st 20X1 : ($500 ,000 x 8%) + $1 0,000 $ b < 






Revised interest cover 20X1: $740,000/$50,000 15 






Working capital management 






Inventory days 

Based on a revised cost of sales in 20X1 of $7,200 ($5,950 + $1 ,250) 

20X1 : (370,7,200) * 365 days 20X0: (240/4,810) x 365 days 18.8 


18.2 




Receivable days 

20X1 : (960/8,500) * 365 days 20X0: (600/6,500) x 365 days 41 .2 


33.7 


™ 
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20X1 


20X0 




Payable days 

Based on a revised cost of sales in 20X1 of $7,200 

20X1: (1,030/7,200) x 365 days 20X0: (590/4,810) x 365 days 52.2 


44.8 




Working capital cycle: 7.8 


7.1 




Ageing of the amounts owed to Judicious 

20X1 : (340/1 ,200) x 365 days 20X0: (100/800) x 365 days 1 03.4 


45.6 
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Text reference. Chapter 7 








Top tips. To answer this successfully you needed to read the question carefully and give it some thought. It is easy 
in a discussion question to just put down whatever you know, but it does not tend to bring in many marks. A few 
notes of the main points scribbled down first would have helped to get your thoughts in order. 






Easy marks. Part (a) was easy as long as you were clear about what was required. Part (b) was a simple question 
on the purpose of depreciation and tor part (c) you should at least have been able to get the point for saying that a 
subsidiary cannot be excluded from consolidation simply on the grounds that it is making losses. 





provisional calculations for changes in accounting policies, errors and the effect of share issues. Instead most 
answers discussed irrelevant items such as bad debts and inventory loss adjustments and some thought it was a 
question on events after the reporting period. 



Marking scheme 



(a) Up to 4 marks for each example 

(b) 1 mark per point to a 

(c) 1 mark per point to a 



Maximum 
Maximum 



Marks 

12 



Maximum _6 

Maxim urn f or questio n 25 



(a) (i) Changes of accounting policy 

IAS 8 Accounting policies, changes in accounting estimates and errors requires retrospective 
restatement in the case of changes of accounting policy and errors. Each financial statement line 
affected by a change of accounting policy must be restated, to present the comparative financial 
statements as if the new policy had always been applied. 

(ii) Errors 

IAS 8 requires the same treatment as above for the correction of errors. For instance, if it is found 
that revenue for the previous year was overstated, the correction will affect the income statement, the 
assets in the statement of financial position and the retained earnings tor the comparative period. 

(iii) EPS 

Any retrospective changes under IAS 8 which affect profit will also affect EPS. Because the change is 
to the earnings rather than to the number of shares, it cannot be explained by adjusting the average 
weighted number of shares. 

(b) This suggestion contravenes the accruals concept and the purpose of depreciation, which is the allocation of 
the cost of a non-current asset over its useful life. If this is done, it will lead to profits being overstated up to 



Answirs 



the final ten years and understated thereafter. It will also mean that the financial statements from one year to 
the next will not be comparable. 

Contrary to what the trainee accountant is suggesting, this proposal would have no effect on cash flows. 

(c) Toogood would not be allowed under IAS 27 Consolidated and separate financial statements to exclude a 
subsidiary from consolidation on the grounds that it was making losses. However, if the intention was to 
dispose of the subsidiary, it could be excluded from consolidation and treated as a disposal group under 
IFRS 5 Non-current assets held for sale and discontinued operations. As the subsidiary is making losses, it 
seems likely that Toogood intends to dispose of it. IFRS 5 requires a disposal group held for sale to be 
shown under current assets. To take advantage of this exemption, the subsidiary must be being actively 
marketed for sale and the intention must be to complete the sale within one year. 
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Text references. Chapter 20 

Top tips. Note that part (a) carries 5 marks. This means that the examiner is expecting more than two sentences. If 
you really think about this and answer it properly it will help you with part (b). 

Easy marks. This was quite an easy question as long as you were clear about the period dealt with by IAS 10 and 
the distinction between adjusting and non-adjusting events. You may have been uncertain whether or not the 
commission earned should have been deducted to arrive at NRV in (b) (ii), but this would only have lost you a 
mark. 

Examiner's comments. Performance was particularly disappointing on this question. There was confusion over the 
period covered by the Standard and over the definition of an adjusting event, and candidates who were unable to 
correctly answer part (a) did not gain many marks in part (b). 



Marking scheme 



Marks 



(a) Definition 1 
Discussion of adjusting events 2 
Reference to going concern 1 
Discussion of non-adjusting events J. 

5 

(b) (i) to (iii) 1 mark per valid point as indicated JO 

15 



date on which the financial statements are approved and signed by the directors. This period is usually 
several months. 

Adjusting events are events taking place after the reporting period which provide further evidence of 
conditions existing at the end of the reporting period or which call into question the going concern status of 
the entity. For this reason, adjusting events require adjustment to be made to the financial statements. It 
going concern is no longer applicable, the financial statements must be prepared on a break-up basis. 

Non-adjusting events provide evidence of conditions arising after the end of the reporting period. If material, 
these should be disclosed by note, but they do not require that the financial statements be adjusted. 

■(b) (i) This is a non-adjusting event as it does not affect the valuation of property or inventory at the year 

end. However, it would be treated as adjusting if the scale of losses were judged to threaten the going 
concern status of Waxwork. It will certainly need to be disclosed in the notes to the financial 
statements, disclosing separately the $16m loss and the expected insurance recovery of $9m. 



Answers 



UMMDltaa 



The sale in April 20X9 gives further evidence regarding the realisable value of inventory at the year 
end and so an adjustment will be required. If 70% of the inventory was sold for $280,000 less 
commission of $42,000, it had a net realisable value of $238,000. On this basis, the total cost of 
$460,000 should be restated at NRV of $340,000. So inventory at the end of the reporting period 
should be written down by $120,000. 

This change has occurred outside the period specified by IAS 10, so it is not treated as an event after 
the reporting period. Had it occurred prior to 6 May 20X9, it would have been treated as a non- 
adjusting event requiring disclosure in the notes. The increase in the deferred tax liability will be 
accounted tor in the 20 Y0 financial statements. 
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DICKSON 

STATEMENT OF CASH FLOWS FOR YEAR ENDED 31 MARCH 20X8 

Cash flows from operating activities $'000 $'000 

Profit before taxation 342 



Amortisation (W2) 60 

Interest expense 15 

Profit on disposal of assets (7 ) 

467 

Decrease in trade receivables (274 - 324) 50 

I n crease i n inve nto ries (360 - 227) (1 33) 

Decrease in trade payables (274 - 352) {78) 

Cash generated from operations 306 

Interest paid (W5) (10) 

Income taxes paid (W4) (256 ) 

Net cash from operating activities 40 

Cash flows from investing activities 

Development expenditure (190) 

Purchase of property, plant & equipment (W1 ) (1 92) 

Proceeds from sale of property, plant & equipment 110 

Net cash used in investing activities (272) 

Cash flows from financing activities 

Proceeds from issue of shares [850 - 500 - (400 x1/B)| 300 

Proceeds from iss ue of d ebe ntu re s 50 

Payment of finance lease liabilities (W3) (31 ) 

Dividends paid (1 56 ) 

Net cash from financing activities 163 

Net decrease in cash and cash equivalents (69) 

Cash and cash equivalents at beginning of period 1 09 

Cash and cash equivalent at end of period 4 

Notes to the statement of cash flows 

Note 1: Property, plant and equipment 

During the period, the company acquired property, plant and equipment with an aggregate cost of $248,000 
of which $56,000 was purchased by means of finance leases. Cash payments of $192,000 were made to 
acquire property, plant and equipment. 



B^ 



Answirs 



Workings 

1 Additions to property, plant and equipment 

PROPERTY, PLANT AND EQUIPMENT 





$'000 




$'000 


Bal b/d 


637 


Depreciation 


57 


Revaluations (1 52 - 60 + 8) 


100 


Disposals 


103 


Finance leases 


56 






. . Additions 


192 










Bal c/d 


825 




98b 
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Development expenditure amortisation 

DEVELOPMENT EXPENDITURE 



Bal b/d 


$'000 
160 




$000 


Expenditure 


190 


. . Amortisation 


GO 




350 


Bal c/d 


290 
350 



Finance lease payments 



FINANCE LEASE LIABILITY 







$'000 


Bal b/d - > 1 year 
- < 1 year 


$000 
80 
12 


. . Paid 




31 


New finance leases 


56 


Bal c/d 


- > 1 year 

- > 1 year 


100 

1/ 
148 




148 



uiuutiie idxtrs pdtu 



INCOME TAX PAYABLE 







$'000 


Bal b/d -current 
-deferred 


$000 
153 

'■h 


. . Paid 




256 


Income statement 


162 


Balc/d 


- current 

- deferred 


b6 

48 

360 




360 



Answtrs 
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5 Interest paid 



INTEREST PAYABLE 





$'000 


Bal b/d 


$000 


. . Paid 


10 


l/S 


1b 


Bal c/d 


Ji 








5 

15 




15 



(b) CASH FLOWS FROM OPERATING ACTIVITIES (Direct method) 

flash TQCfiivfld from riustrimeirc; (W11 



$-000 

1 5?fi 



uaon yx^in^i ait^u iiviii upgiauv/no 

Interest paid 

Income taxes paid 

Net cash from operating activities 

Workings 
1 



RLCLIVA13LLS 



(10) 

(256 ) 
40 



Bal b/d 
Sales revenue 



$'000 

324 

1A2& 

1.800 



Cash received (bal^ 
Balc/d 



$000 
1,526 

_224 

1.800 



PAYABLES 





$'000 




$000 


Payments (bal) 


1,220 


Bal b/d 


352 






Purchases (W3) 


1,095 


Balc/d 


274 
1,494 


Other expenses (W4) 


47 
1,494 



INVENTORY 



Bal b/d 
Purchases (bal) 

Other expenses 

Balance per income statement 
Depreciation 
Amortisation 
Profit on disposal 



$'000 

227 

1.095 

1,322 



To cost ot sales 
Balc/d 



$000 
962 

1.322 



rooo 

157 
(57) 

(60) 

_7 
47 



P ' _j }J Answirc 

IllWllJIU 
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Text reference. Chapter 21 . 

Top iips. The cash flow itself is reasonably straight forward, although there are small complications involving 
property and finance costs. Set out the T accounts clearly so that you can see what you are doing. 

Easy marks. Part (b) is 5 easy marks. Make sure you leave time tor it. 

Examiner's comments. This question was well answered. One common error was failure to deal with the 
recalculation of depreciation after the revaluation in part (a). Part (b) was reasonably well answered. However some 
candidates did not keep to the point and became repetitious. There are no marks awarded for repetition. 



Marking scheme 



Marks 

(a) Cash flows from operating activities 

Operating loss 1 

Depreciation and loss on sale adjustments 4 

Working capital terms 3 

Interest paid 1 

Income tax 2 

Investing activities 7 

Financing 1 mark per item 4 

Cash and cash equivalents b/t and c/f _1 

Available 23 

Maximum 20 

(b) 1 mark per relevant point to Maximum _5 

Maximum for question 25 



(a) CASINO 

STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 31 MARCH 20X5 





Loss before taxation 




(44) 




Adjustments for 








Depreciation (W2) 




93 




Amortisation (51 - 400) 




110 




Loss on disposal of PPE (from question) 




12 




Interest expense 




24 




Investment income 




183 




(Increase) decrease in trade & other receivables (350 - 420) 




70 




(Increase) decrease in inventories (808 - 372) 




(436) 




Increase (decrease) in trade payables (530 - 515) 




15 




Cash used in operations 




(168) 




Investment income (3 + 12-5) 




10 




Interest paid 




(16.) 




Income taxes paid (W4) 




(81) 




Net cash outflow from operating activities 




(255) 




Cash flows from investing activities 








Proceeds of disposal of plant (from question) 


15 






Purchase of property, plant and equipment (W1) 


(170) 






Net cash used in investing activities 




(155) 


™ 


flrann 
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$m 


$m 




Cash flows from financing activities 








Proceeds from issue of share capital [(300 + 60) - 200] 


160 






Proceeds of loan (160-2 issue costs) 


156 






Repayment of loan (1 50 + 6 penalty) 


(156) 






Dividends paid (from question) 


125) 






Net cash from financing activities 




137 




Net decrease in cash and cash equivalents 




(273) 




Opening cash and cash equivalents 




195 




Closing cash and cash equivalents 




(78) 



Workings 
1 



PROPERTY, PLANT AND EQUIPMENT -COST 





$m 




$m 


Bal b/d: (490* +445) 


935 


Plant disposal (W3) 


6b 


Plant additions (from question) 


60 






Property additions 








(balancing figure) 


110 


Bal c/d: 


1,040 




1,105 




1,105 



* 500-80 (accumulated depreciation) + 70 (revaluation) 



PROPERTY, PLANT AND EQUIPMENT - DEPRECIATION 





$m 




$m 


Revaluation 


80 


Bal b/f (80 + 105) 


185 


Depreciation on plant disposal 








(65(W3)-(15 + 12)) 


38 


Charge tor year 




Bal c/f (12 + 148) 


160 


(balancing figure) 


93 




278 




278 



Tax 



PLANT AND EQUIPMENT -COST 





$m 




$m 


Bal b/f 


445 


Disposal (balancing figure) 


65 


Additions 


60 


Bal c/f 


440 




505 




505 



TAX 







$m 






$m 


C/f 


Current 


15 


B/f 


Current 


110 




Deferred 


90 




Deferred 


75 


Cash paid 


balance 


B1 
186 


Charge 




1 
186 



(b) Usefulness and reliability 

It is often said that statements of cash flows are more useful and reliable than income statements. This claim 



Therefore cash generation is more important than profitability. 



Answers 
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Statements of cash flows are also seen as being more reliable than income statements. Profit is based on 
the accruals concept which requires asset lives, provisions, fair values, contract profitability, impairment and 
so on to be estimated. Because this is subjective it is possible to have two different, but equally valid, profit 
figures. Cash is not subjective; cash inflows and outflows are all a question of fact. 

However, the income statement is useful and statements ot cash flows are not as objective as they first 
seem. Cash inflow can be boosted by cutting back on investment and delaying paying creditors. This will 
give the illusion of success in the short run, but is bottling up investment expense and supplier bad will for 
the future. Even honest managers would be reluctantto make long-term investments if they thought that 
they would be judged solely on short-term cash generation. By matching income and expenditure, the 
income statement gives the reader a better understanding of the long term profitability of the company. 

Statements of cash flows and income statements are meant to complement each other. The quality of the 
profits claimed in the income statement can be assessed by comparing them with the cash generated from 
operations in the statement of cash flows. The sustainability of dividends can also be assessed with 
reference to the statement ot cash flows. 
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Text reference. Chapter 21. 

Top tips. Don't forget the eight marks tor interpretation in Part (b). If you are running out ottime break off from the 
main statement to make some sensible comments about the cash flows that you have already calculated; there are 
good marks available for some obvious (and not so obvious) comments. 

The cash flow itself is reasonably straight forward, although there are some complications involving finance leases 
and grants. 

Eisy marks. None of this question is particularly difficult. Part (b) is a possible 8 easy marks, so make sure you 
leave time to get them. 

Examiner's comments. This was a popular question and on the whole well answered. There were some examples 
of non-cash movements appearing as cash flows and possibly some candidates had not prepared for a cash flow 
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Marking scheme 










Marks 




a) 


Profit before tax 


£ 






Depreciation 


1 






Amortisation of government grant 


1 






Profit on sale of factory 


1 






Increase in insurance claim 


1 






Working capital items 1 mark each 








Adjustment tor interest receivable/payable 


J4 






Interest paid 


1 






Income tax paid 


2 






Sale of factory 


1 






Purchase of no n -current assets 


1 






Receipt of government grant 


1 






Interest received 


1 






Redemption ot 10% loan 


1 






Issue ot 6% loan 


1 






Repayment of finance lease 


2 






Cash b/f and c/f 


_1 






Maximum 


1/ 




[b) 


1 mark per relevant point to a Maximum 


8 






Maximum for question 


25 


■ 


Answers 


QJJJ 
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(a) 


TABBA 

STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 30 SEPTEMBER 20X5 








$000 


$000 






Cash flows from operating activities 








Profit before taxation 


50 






Adjustments for: 








Depreciation (W2) 


2,200 



Increase in insurance claim receivable (1 ,500 - 1 ,200) (300; 

Interest expense 260 

Investment income (40 ) 

(2,680) 

(Increase) decrease in inventories (2,550 - 1 ,850) (700) 

(Increase) decrease in trade & other receivables (3,1 00 - 2,600) (500) 

Increase (decrease) in trade payables (4,050 - 2,950) 1,100 

Cash used in operations (2,780) 

Interest paid (260; 

I ncome taxe s pa id (W4 ) (1 , 350) 

Net cash outflow from operating activities (4,390) 

Cash flows from investing activities 

Interest received 40 

Proceeds of grants (From question) 950 

Proceeds of disposal of property (From question) 12,000 

Purchase of property, plant and equipment (W1 ) (2,900) 

Net cash from investing activities 1 , 090 

Cash flows from financing activities 

Proceeds of loan (6% loan received) 800 

Repayment of loan (1 0% loan repaid) (■'■ ,000) 

Payments under finance leases (W5) (1,100 ) 

Net cash used in financing activities (4,300 ) 

Net increase in cash and cash equivalents 1 , 400 

Opening cash and cash equivalents (550) 

Closing cash and cash equivalents 850 

Workings 

1 





PROPERTY, PLANT AND EQUIPMENT - 


-COST 






$000 






$000 


Bal b/d 


20,200 


Factory disposal 




8,600 


Plant acquired under finance 










Leases 


1,500 








Other acquisitions 










(balancing figure) 


2,900 
24,600 


Bal c/d: 




16,000 
24,600 



PROPERTY, PLANT AND EQUIPMENT - DEPRECIATION 



Tactory aisposai 


l,£HU 


oai D.T 

Charge tor 


t,4UU 


Balc/f 


5,400 


year (balancing figure) 


2,200 




6,600 




6,600 



B 
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Answers 





GOVERNMENT GRANT 




Grant released (balancing figure) 
Bale^f (1 ? 4O0 + 600) 


$'000 

250 

2,000 
2,250 


Bal b/t (400 * 900) 
Received 


$000 

1,300 

950 

2,250 



TAX 







$'000 






$000 


C/1 


Current 


100 


B/f 


Current 


1,200 




Deferred 


200 




Deferred 


500 


Credit in US 




50 








Cash paid 


balance 


1,350 
1,700 






- 




1,700 



MOVEMENT ON FINANCE LEASE 







$'000 






$000 


C/1 


Current 


2,000 


B/f 


Current 


1,700 




Non-current 


900 


New 


Non-current 


800 

1.500 


Cash paid 


balance 


1,100 






a nnn 



The last section of the statement of cash flows reveals a healthy increase in cash of $1 .4m. However, Tabba 
is losing cash and its going concern status must be in doubt. 

To survive and thrive businesses must generate cash from their operations; but Tabba has absorbed 
$2.68m. Whereas most companies report higher operating cash inflows than profits, Tabba has reported the 
reverse. The only reason Tabba was able to report a profit was because of the one-off $4.6m surplus on 
disposal. There were two other items that inflated profits without generating cash; a $300,000 increase in 
the insurance claim receivable and a $250,000 release of a government grant. Without these three items 
Tabba would have reported a $5.1 m loss before tax. 

Were it not for the disposal proceeds Tabba would be reporting a $10.6m net decrease in cash. Tabba has 
no other major assets to sell and so the coming year will see a large outflow of cash unless Tabba's trading 
position improves. When the current operating lease expires in four years time there will probably be a rent 
hike, further damaging Tabba's profitability and cash flows. 

The high tax bill tor the previous year suggests that Tabba's fall from profitability has been swift and steep. 
Despite this downturn in trade Tabba's inventories and receivables have increased, suggesting poor financial 
management. This in turn damages cash flow, which is indicated by the increase in the level of payables. 

There are some good signs though. Investment in non-current assets has continued, although $1.5m of this 
was on finance leases which are often a sign of cash shortages. Some of the disposal proceeds have been 
used to redeem the expensive $4m 10% loan and replace it with a smaller and cheaper $800,000 6% loan. 
This will save $352,000 per annum. 

Tabba's recovery may depend on whet her the circumstances causing the slump in profits and cash flow will 
either disappear of their own accord or whether Tabba can learn to live with them. The statement of cash 
flows has however highlighted some serious issues for the shareholders to discuss with the directors at the 
annual general meeting. 
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80 Minster 
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company. This was not that simple, and it was important not to spend too long on the statement of cash flows and 
leave insufficient time for (b). 

Easy marks. The easy marks here were the statement of cash flows. There were a few complexities such as the 
unwinding of the discount, on which you should not have wasted much time, but it was otherwise straightforward 
and you should have scored good marks on it. Part (b) was not that easy because there were no obvio js issues to 
report on. The company was not failing or overtrading or doing tremendously well either. So it was important to 
look at the information in the question and the statement of cash flows and see what you could learn from them, 
rather than computing a raft of ratios. 



Marking scheme 



(a) Cash flow from operating activity 

Profit before tax adjusted for investment income and finance cost 

Depreciation/amortisation 

Working capital items 

Finance costs 

Income taxes paid 

Investing activities (including 1 for investment income) 

Financing - issue of ordinary shares 

- issue of 9% loan 
Dividend paid 
Cash and cash equivalents b/f and c/f 



Available 
Maximum 



Marks 



2 
2 

2 
2 

1 
1 
1 

1 
V 

1b 



(b) 1 mark per relevant point 



Maximum for question 



10 

2b 



^MJ 
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(a) MINSTER 




\ 


STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 30 SEPTEMBER 20X6 








$000 


$'000 


Cash flows from operating activities 






Profit before tax 




142 


Depreciation 




255 


Software amortisation (180-135) 




45 


Investment income 




(20) 


Finance costs 




•10 
462 


Decrease in inventories 




30 


Decrease in receivables 




110 


Decrease in payables 




(205) 


Increase in amounts due from construction contracts 




(25) 


Cash generated from operations 




372 


Interest paid (40 - 12 (unwinding of discount)) 




(28) 


Income taxes paid (W2) 




(54) 


Net cash from operating activities 




290 


Cash flows from investing activities 






Property, plant and equipment (W1) 


(410) 




Software 


(180) 




Investments 


(10) 




Investment income received (20-15 {investment gain)) 


_5 





Dividends paid (500 ■< 4 * 5c) 

9% loan note 

Equity share issue (125 share cap + 140 premium)) 

Net cash from financing activities 

Decrease in cash 



(100) 

120 
265 



285 

(20) 



Workings 
1 



PROPERTY, PLANT AND EQUIPMENT - CARRYING VALUE 





$'000 




$000 


Balb/f 


940 


Depreciation charge 


255 


Environmental provision 


150 






Land revaluation 


35 






Acquisitions {balancing figure) 


410 


Balc/t 


1,280 




1,535 




1,535 



INCOME TAXES DUE 



Paid (balancing figure) 



c/t 



'000 
54 



60 
114 



Bal b/f 

Charge for year 
Reduction in deterred tax 
provision 



$000 
50 

5/ 

_7 
114 



Answers 
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percentage of 20% and a net profit percentage of 10% ■ both quite healthy ■ and its cash generated from 
operating activities is $372,000. However, retained earnings have decreased by $15,000 due to the payment 
of a dividend in excess of the net profit after tax. There has also been a bonus issue during the year, so 
Minster's shareholders have been well rewarded. 

There are some significant changes in working capital levels over the year. Inventories and trade payables 
have both decreased. This could be due to more efficient purchasing and inventory control, perhaps the 
introduction of a JIT system. The level of trade receivables has also declined, perhaps due to more efficient 
credit collection. Conversely, these changes could be due to a reduction in the level of activity, rather than 
any increase in efficiency but, looking at the large investment in non-current assets, it appears unlikely that 
the business is winding down' to any degree. This is borne out by the increase in construction contract 
WIP. 

The most noticeable feature in the statement of cash flows is the heavy investment in non-current assets. As 
there are no disposals and no non-current assets were scrapped, this suggests expansion into new business 
activities or processes, rather than replacement of worn out or obsolete machinery. In addition to $41 0,000 
on property, plant and equipment $180,000 has been spent on software licences, which suggests that the 
new non-current assets comprise equipment which will computerise some of Minster's processes. This 
reflects positive expectations about the future trading environment. 

This investment has been funded by a 9% loan note and a share issue, presumably a rights issue. The rights 
issue yielded $265,000, reflecting the confidence of shareholders. The loan note issue, offset by the share 
issue, takes Minster's gearing to just over 7%. This is still low and the interest, while fairly high, is at least 
tax-deductible. There would have to be a very significant downturn in the business for it to be unable to 
afford the interest payments and, if the extra investment pays off and profits rise, the returns to shareholders 
will be greater than if more funds had been raised from another equity issje, which would have diluted 
shareholdings. 



81 Pinto 



Text references. Chapters 19,20,21 

Top tips. There are only 15 marks for the statement of cash flows here and the other 10 are for comment, so it is 
important to make time for both. Don't get bogged down in the statement of cash flows - get the format down and 
push on with the workings. 

Easy marks. The statement ot cash flows was easy apart from the tax working. Even if you got that wrong, there 
were plenty ot marks available for the rest of the cash flow and for useful comment. 

Examiner's comments. Cash flows are generally popular and many candidates scored well on this one. A number 
had trouble with the tax cash flow being a refund and there were mistakes in calculating the dividend by those who 
had not realised that the shares were 20c. The interpretative part ot the question often lacked depth and some 
candidates calculated ratios despite specific instructions not to do so. Some candidates discussed issues such as 
ROCE and orofit marains which are not cart of cash manaaement while not mentionina issues such as the 



I 
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Marking scheme 



Operating activities 

Profit before tax 

Depreciation/loss on sale 

Warranty adjustment 

Adjustments for investment income/finance costs 

Adjustment tor redemption penalty 

Working capital items 

Finance costs 

Income tax received 

Investing activities (including 1 for investment income) 

Financing activities 

Issue ot equity shares 

Redemption of 6% loan note 

Dividend paid 

Cash and cash equivalents b/f and c/f 



Marks 

ft 

1 

ft 
ft 

1 

1*4 

1 

2 

3 

1 

1 

1 
_J 

15 



(a) PINTO - STATEMENT OF CASH FLOWS FOR THE YEAR TO 31 MARCH 20X8 






$'000 


$'000 


Cash flows from operating activities 






Profit before tax 




440 


Loss on sale of plant 




90 


Depreciation 




280 


Early redemption penalty 




20 


Finance costs 




50 


Investment income 




(60) 


Increase in warranty provision (200 - 100) 




100 
920 


Increase in inventory (1,210-810) 




(400) 


Decrease in receivables {480 - 540) 




60 


Increase in trade payables (1 ,410 - 1 ,050) 




360 


Cash generated from operations 




940 


Interest paid 




<5S> 


Tax refund received (W1 ) 




JO 


Net cash from operating activities 




950 


Cash flows from investing activities 






Proceeds of sale of plant (240 - 90) 


150 




Purchase of plant (W2) 


(1,440) 




Income from investment property (60 - 20) 


40 


(1,250) 


Net cash used in investing activities 




Cash flows from financing activities 






Share issue {(1,000-600) + 600) 


1,000 




Loan notes repaid 


(400) 




Early redemption penalty 


(20) 




Dividend paid (1,000 * 5 x 0.03) 


(150) 




Net cash from financing activities 




430 


Net increase in cash and cash equivalents 




130 


Cash and cash equivalents at beginning ot period 




(120) 


Cash and cash equivalents at end of period 




10 


Mmnn 




tommmm 



Workings 
1 



INCOME TAX PAYABLE 





$'O00 




$'000 


Bal b/d (current tax) 


bO 


Bal b/d {deferred tax) 


30 


Bal c/d (current tax) 


150 


Income statement charge 


160 


Bal c/d (current tax) 


50 


Cash received (balancing figure) 


60 




250 




250 



PROPERTY, PLANT AND EQUIPMENT 





$'000 




$'000 


Bal b/d 


1,860 


Disposal 


240 


Revaluation (150 -50) 


100 


Depreciation 


280 


Additions (balancing figure) 


1,440 


Bal c/d 


2,880 




3,400 




3,4000 



(b) Comments on cash flow management 

Pinto provides a good illustration of why a statement of cash flows often provides more insight than an 
income statement. The most noticeable feature of the income statement is that $5. 7m revenue has produced 
only $280,000 net profit and it can be seen from the statement of financial position that only $130,000 has 
been added to retained earnings at the end of the year. However, it is apparent from the statement of cash 
flows that Pinto's financial position is quite healthy. 

Pinto has invested heavily in property, plant and equipment during the year, which has led to a high 
depreciation charge. Adjusting for this and for the increase in warranty costs and loss on sale of plant gives 
cash generated from operations of $940,000. The doubling of the warranty provision together with the fact 
that Pinto has $150,000 tax to pay this year, against a refund of $50,000 for the previous year, means that 
both turnover and profit must have increased substantially this year. Inventory and payables have both 
increased, inventory by 50%. This suggests an increased level of production, which ties in with the 
investment in new plant. At the same time, receivables have fallen, suggesting tighter credit control. 

Pinto made a share issue during the year which contributed towards the increased investment in non-current 
assets and the repayment of the $400,000 loan notes. This has reduced its gearing to nil, but it should be 
noted that these additional shares increased the cost of the dividend by $60,000 - substantially more than 
the finance cost on the loan notes. 

Overall, the cash management of Pinto presents a positive picture. During the year substantial investment 
has been made in productive capacity, gearing has been reduced to nil and an overdraft of $120,000 has 
been converted to a cash balance of $10,000. 
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82 Coaltown 



Texl references. Chapters 19 and 21 

Top tips. Note that the statement of cash flows here is only worth 15 marks, so move quickly through it. You 
cannot afford to neglect (b). 

Read all the information carefully. Do not miss the adjustment needed tor loss on disposal in {a) or the note 
regarding opening inventory in (b). 

Easy marks. The statement of cash flows is straightforward and you should have been able to score most of the 
marks. Part (iii) ot (b) was quite easy as long as you did not miss the note at the end. Parts (i) and (ii) took a bit of 
thought 

Examiner's comments. Few candidates earned full marks on the statement of cash flows. Some had trouble 
distinguishing between cash and non-cash items (reserve movements, warranty provision, loss on disposal). Some 
had trouble dealing with the revaluation and the effect on depreciation. In part (b) some candidates adjusted the 
20X8 figures rather than the 20X9 figures. Part (ii) was very badly answered. Most candidates were unable to 



Marking scheme 



Marks 



(a) Operating activities 
Profit before tax 

Add back interest Vi 

Depreciation charge 2 

Loss on disposal 1 

Warranty ad j ust merit l A 

Working capital items VA 

Finance costs 
Income tax paid 
Purchase of no n -current assets 
Disposal cost of non-current assets 

Issue of equity shares 

Issue of 10% loan notes 

Dividend paid 

Cash and cash equivalents b/f and c/f 

1b 

(b) (i) Calculation of expected gross profit margin for 20X9 2 

(ii) Comments on directors' surprise and other factors 4 

(iii) Calculate credit periods (receivables and payables) in 20X3 2 

Apply to 2009 credit sales/purchases 1 

Calculate ''savings' and effect on closing bank balance J_ 

4 

25 



Answers 
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(a) COALTOWN 

STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 31 MARCH 20X9 

$'000 

Cash flows from operating activities 

Profit before tax 10,200 

Depreciation (W2) 6,000 

Loss on disposal of displays (W3) 1 ,500 

Interest expense 600 

18,300 

Increase in warranty provision (1 ,000 - 300) 700 

Increase in inventories (5,200 - 4,400) (800) 

Increase in receivables (7,800 - 2,800) (5,000) 

Decrease in trade payables (4,500 - 4,200) (300 ) 

Cash generated from operations 1 2,900 

Interest paid (600) 

Income tax paid (W4) (5,500 ) 
Net cash from operating activities 

Cash flows from investing activities 

Purchase of properly, plant and equipment (W1 ) (20,500) 

Cost of disposal of property, plant and equipment (500) 

Net cash used in investing activities 

Cash flows from financing activities 

Share issue ((16,600 + 4,800) - (8,000 t 500)) 1 2,900 

Loan note issue 1 ,000 

Equity dividends paid (4,000 ) 

Net cash from financing activities 

Net decrease in cash and cash equivalents 

Cash and cash equivalents at beginning of period 

Cash and cash equivalents at end of period 

Workings 



$'000 



6,800 



(21,000) 



9,900 
(4,300) 
700 
(3,600) 







NON-CURRENT ASSETS - COST 








$000 




$'000 


Balance b/f 




80,000 


W/off old displays 


10,000 


Revaluation (5,000 - 


- 2,000) 


3,000 






Purchases (bal) 




20,500 


Balance c/f 


93,500 



W/off on disposal 
Revaluation adjustment 
Balance c/f 


$'000 

9,000 Balance b/f 

2,000 

43,000 Charge in year (bal) 
54,000 

NON-CURRENT ASSETS - DISPOSAL 


$000 
46,000 

6,000 
54,000 


Cost 

Cost of disposal 


$'000 

1 , 000 Ace dep reciation 
500 Loss on disposal 
10,500 

INCOME TAX PAYABLE 


$000 

9,000 

1,500 

10,500 


Tax paid (bal) 
Balance c/f 


$'000 
5,500 
3,000 
8,500 


Balance b/f 
Charge for year 


$'000 
5,300 
3,200 
8,500 



1 1 ■ — ■' Willi 






Answsrs 



(b.) 



Taking the figures for the year ended 31 March 20X8 and applying the 10% reduction in purchase 

costs and the 5% discount to customers, the directors would have expected the gross profit to be as 

follows: 

$000 

Revenue (55,000 x 95%) 52,250 

Cost of sales (33,000 x 90%) 29,700 

Gross profit 22.550 



Gross profit % (22,550 / 52,250 x 100) 



43.2% 



The actual gross profit for the year ended 31 March 20X9 is: 

(22,000/65,800::.: 100) 33.4% 

The directors should not be surprised at the unchanged gross profit as cost of sales has increased by 

the came am mint ac rowan no win inn mit anv nnccihliO inrraaco in nrnct nrnf it In fa^t tho aH'iial nrncc 



uusi ui yuiLimae-a liic ^umpaiiy was iiauiny iwa jjiuinauiy- 

Possible reasons for this could be: 

Shipping costs involved in importing goods having to be borne by the recipient. 

Import duties. 

Currency exchange losses, perhaps exacerbated by having to pay within a shorter period. 

Inventory losses- uninsured damage, obsolescence etc. 

Selling a larger proportion of goods on which the gross profit % is lower than the average. 

Perhaps sales or special offers to customers, which will have lowered the average mark-up. 

The foreign supplier may have increased his prices at some point during tbe year. 

Also there may have been changes in accounting policy during the year- perhaps depreciation or 
distribution costs which were treated as expenses in 20X8 and have been charged to cost ot sales in 
20X9. If this has happened it will require retrospective restatement so that 20X8 and 20X9 can be 
correctly compared. 

(iii) Credit periods year ended 31 March 20X6: 

Receivables (2,800 / 28,500 x 365) 35.9 days 

Payables (4,500 / 33,000 x 365) 49.8 days 

In 20X9 there is a movement in inventory, so we calculate purchases as follows: 

43,800-4,400 + 5,200 = 44,600 

Applying the periods above we get: 

Recerva bles: 53,000/365 x 35.9 5,213 

Payables: 44,600/365 x 49.8 6,085 

Cash increase: 

$'000 
Receivables (7,800 - 5,21 3) 2,587 

Payables (6,085 - 4,200) 1,885 

4,472 
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83 Deltoid 

Text references. Chapters 19, 20 and 21 

Top tips. It is important to note that less than half of the marks in this question are available for the statement of 
cash flows, so time spent on it must be strictly monitored. The finance lease and the tax required workings as they 
often do when dealing with cash flows and these are best tackled as T accounts. Always check the opening and 
closing retained earnings. This will tell you whether a dividend has been paid. Part (a) (ii) was worth 8 marks so it 
required a proper answer. This meant looking at a few key ratios and analysing all of the rest of the available 
information in order to answer the question - rather than calculating every ratio you can think of and saying 
whether they went up or down. Part (c) did not require any real knowledge of the accounting records kept by not- 
for-profit organisations, but ft did require some thought about their sources of income and the types of expense 
they will incur. 

Easy marks. Plenty of easy marks were available for the statement of cash flows. Many of the marks were for 
items that did not even require a written working, so just working methodically through this should have oeen 
enough to secure a pass. The tax calculation was tricky and would not have been worth spending too long over. The 
written parts of the question were the areas that students tend not to score well on, but keeping to the point of the 
question and concentrating on what movements in the ratios mean should have enabled most students to gain 
reasonable marks. 

Examiner's comments. Cash flows remain popular with candidates and those had practised past questions 
generally scored well. Tricky areas were n on -current assets, the finance lease liability and the taxation cash flow. A 
significant number of candidates showed a lack of understanding, including poor format knowledge. Many 
candidates answered Part {a) (ii) as if it were a general interpretation of financial performance, giving little regard to 
addressing the issue of whether they would advise that the loan renewal be granted. The answer should have 
concentrated on the expectations of a lender - does the company have good liquidity, interest cover, acceptable 
gearing and securitisable assets. In Part (b) many candidates did recognise and state that a not-for-profit 
organisation does not have profits, but then went on to describe profit- related ratios. What was required was a 
recognition that the granting of the loan was a commercial activity and should be decided based on similar 
principles to that of a commercial organisation. 

Examiner's answer. The examiner's answer to this question is at the end of this kit. 





Cash flows from operating activities 


WW 


qsuuu 






Loss before tax 


(1,800) 








Depreciation (W1) 


3,700 








Interest expense 


1,000 








Loss on disposal of leasehold property(8,500 - (8,800 - 200)) 


100 








Increase in inventories (12,500 - 4,600} 


(7,900) 








Increase in receivables (4,500-2,000) 


(2,500) 








Increase in payables (4,700-4,200) 


500 








Cash used in operations 


(6,900) 








Interest paid 


(1,000) 








Tax paid (W2) 


(1 .900) 








Net cash used in operating activities 




(9,800) 






Cash flows from investing activities 










Cash from sale of leasehold property 


8,500 






Dividends paid (6,300 - 4,500 - 1 ,1 00) 


(700) 








Net cash from investing activities 




7,800 




mjy 
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Cash flows from financing activities 










Payments made under finance leases (W3) 


(2,100) 








Share issue (10,000 + 3,200) ■ (8,000 + 4,000) 


1,200 








Net cash used in financing activities 




(900) 






Net decrease in cash and cash equivalents 




(2,900) 






Cash and cash equivalents at 31.3.09 




1,500 






Cash and cash equivalents at 31.3.10 




(1,400) 






Workings 










1 PPE- CARRYING AMOUNT 




. 





Lease plant additions 
(6,500-2,500 + 1,800) 


Depreciation (p) 
5,800 C/d 
31,300 

INCOME TAX 


3,700 

19,000 
31,300 


Income statement 
31.3.10- Deferred tax 
Tax paid (3 


$'000 

700 31.3.09 -Current tax 
1,200 31.3.09 -Deferred tax 
1,900 Refund due 
3,800 

FINANCE LEASE LIABILITY 


$-000 

2,500 

800 

500 

3,800 


Payments made p 
Balance c/f (4,800 + 1,700) 


$'ddd 

2,100 
6,500 


Balance b/f (2,000 * 800) 
Additions (W1) 


$'6bo 

2,800 
5,800 



.600 5.600 



Deltoid's statement of cash flows does not afford a lot of reassurance to a loan provider. In 12 
months it has turned a cash balance of $1 .5m into an overdraft of S1 .4m. Looking at the statement 
of financial position, Deltoid has been paying its loan interest on time, but it may be less able to do so 
in the future as it now also has to pay overdraft interest. There has also been a large increase in 
finance lease obligations. During the year to 31 March 2009 Deltoid had interest cover of 15 times 
(9,000/600). That interest cover is now negative. Similarly, gearing has increased from 43% {(5,000 
+ 2.000 + 8O0) / 18,300) to 65% ((4,800 + 5,000 + 1,700)/ 17,700). Any lender would see this as a 
warning sign. 

The cash used in operations of $6.9 m is in itself a cause for concern and seems to originate in 
serious profitability problems. A gross profit percentage of 37.5% in 2009 has been reduced to 20% 
in 201 and this has been compounded by a doubling of operating expenses to bring it down to a 
loss. The company has tripled year end inventory - it could be that orders have failed to materialise 
or that it is carrying obsolete or unsaleable inventory. A loan provider would be justified in requiring 
a set of management accounts, to get some idea of where all the money went. 

The management of Deltoid have been doing what they can to raise or conserve cash. They have 
sold their property and leased it back, obtained additional plant under finance leases rather than for 
cash and made an issue ot new shares. But there are issues involved in all of these transactions. 
The property is no longer available to act as security for any loan, the finance leases give rise to 
increased interest payments, while the plant acquired thereby does not legally belong to Deltoid and 
so equally cannot act as loan security. The share issue raised a small amount of money and had a 
small favourable impact on Deltoid's gearing, but the fact that it had to be issued at par shows that 
the markets do not consider Deltoid a desirable investment. 

All of these kg nes sunnest that renewal nf the loan for another five vears mav not he wise 
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(b) Although the sports club is a not-for-profit organisation, any potential loan provider will have to apply the 
same criteria to its loan request as it would use in assessing a request from a profit-making entity. 

The first ratio to look at would be gearing. There will be no share capital, so this would be calculated as the 
ratio of long-term borrowing to net assets. If the club is already carrying a large amount of borrowing, then a 
further loan may carry too much risk. 

The income and expenditure statement will show whether any interest is currently being paid and interest 
cover can be calculated by dividing the surplus of income over expenditure by the interest payments. This 
should then also be done taking into account the projected interest payments from the loan that has been 
requested. 

It will be a good idea to look at the current ratio. As there is presumably very little inventory involved, this 
will probably be the same as the quick ratio and will give some idea of solvency and of how well the cash is 
being managed. 

These ratios should be calculated for all four years to see any underlying trends, and it will also be useful to 
look at the sources of income, such as memberships and whether they are increasing or decreasing over the 
period. If an extension is needed, there should be an increasing number of members. 

The accounts will also show what assets the club owns, which could be used as security, and whether there 
are any prior charges against these assets. It is also possible that the trustees may be able to provide 
additional security. 

84 Preparation question: Changing prices 

{a} CURRENT COST OPERATING PROFIT FOR 20X6 

$m $m 

Historical cost prof it 15 

Current cost adjustments: 
Depreciation adjustment 3 

Cost of sales adjustment 5 

m 



r 



SUMMARISED CURRENT COST STATEMENT OF FINANCIAL POSITION 








AS AT 31 DECEMBER 20X6 




$m 


$m 




Property, plant & equipment 






85 




Current assets 










Inventories 




21 






Receivables 




30 






Bank 




_2 


53 
138 




Equity 






88 




Non-current liability 






20 




Current liabilities 






30 

13B 




(b) (i) Interest cover 










HC accounts: 15 t 3 = 5 times 










CC accounts: 7 t 3 = 2.3 times 










fii) Return on shareholders' equity 










HC accounts: 12 * 62 = 19.4% 










CC accounts: 4 -r 88 = 4.5% 
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Answers 




(iii) Debt/equity ratio 










HC accounts: 20 t 62 = 32.3% 










CC accounts: 20 t 88 = 22.7% 










(c) (i) Interest cover 










Companies must maintain their ca 


pital base if they wish to stay in 


business. The signif 


cance of the 





historical cost profit is being absorbed in this way, while four-tifthsare being retained to finance 
future growth. On the face of it, this might seem satisfactory; however, the current cost interest cover 
is only 2.3 times indicating that, after allowing tor the impact of rising prices, interest payments 
absorb nearly half of profits after tax. 

Return on shareholders' equity 

This is the ratio of profits earned for shareholders (ie profits after interest) to shareholders' equity. 
Once again, the position disclosed by the historical cost accounts is more favourable than appears 
from the current cost ratio. The historical cost profit is higher than the current cost profit because no 
allowance is made for the adverse impact of rising prices, and, at the same time, the denominator in 
the historical cost fraction is lower because, shareholders' capital is stated at historical values rather 
than their higher current values. 

The significance of the ratio is that it enables shareholders to assess the rate of return on their 
investment and to compare it with alternative investments that might be available to them. 

Debt/equity ratio 

The significance of this ratio is as a measure of the extent to which the company's net assets are 
financed by external borrowing and shareholders' funds respectively. 

In times of rising prices it can be beneficial to finance assets from loan capital. While the assets 
appreciate in value overtime (and the gain accrues to shareholders), the liability is fixed in monetary 
amount. The effect of this is that current cost accounts tend to give a more favourable picture of the 
debt/equity ratio than historical cost accounts. In the ratios calculated above, the amount of debt is 
$20 m in both statements of financial position. This represents nearly one-third of the historical cost 
value of shareholders' funds, but only one-fifth of the equity calculated on a current cost basis. 



85 Update 

(a) Problems with historical cost 



Although retail price inflation has eased throughout the developed world, it is still a big issue for many 
businesses. 

The carrying values of property and other assets with long useful lives soon become unrealistic if based on 
historical cost, leading to the following problems: 

* Even with modest inflation, the depreciation charge on these assets will be too low in comparison 
with the revenues that the assets are generating, inflating operating profits. 

* The return on capital employed is doubly distorted; not only are operating profits overstated, but the 
related net assets will be understated, resulting in a flattering and unrealistic return. This makes it 
difficult to compare two companies with similar assets it those assets were bought at different times. 

* Low asset values reduce the net assets of a business. This exaggerates the gearing ratio, which 

minht jiiccnado hankctmm artuanrinn Inane tri tha hucinocc It minht a I en rancotho ctnrl* mark at tn 



The traditional solution to these problems is to revalue certain items. However, this creates a hybrid set of 
financial statements, with some assets at historical cost others at valuation. 



JUnvin 
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Historical 

Cost 

$ 
250.000 


(a) 


CPP 
$ 
300,000 


(b) 


Current 
cost 
$ 

280,000 


160,000 




192,000 




179,200 


128,000 




153,600 




143,360 


32,000 




38,400 




35,840 



(b) Alternative methods 



Cost/Valuation 

Carrying value based on 2 years depreciation (c) 

Carrying value based on 3 years depreciation (d) 

Depreciation charge for this year (c - d = e) 

! 1 ) The original cost ot $250,000 will be indexed up for the change in the retail price index between the 
date of purchase and the end of the reporting period. 

$250,000 x 216/180 = $300,000 

(2) The current cost will be reduced to reflect the lower productivity of the old asset. 
$320,000 x 420/480 = $280,000 

(3) The carrying value after two years depreciation at 20% reducing balance will be 64% of the gross 
amount (0.8 x 0.8). 

(4) The carrying value after three years depreciation at 20% reducing balance will be 51 .2% of the gross 
amount (0.8 x 0.8 * 0.8). 

(5) T h i s yea rs charge wi 1 1 be th e d if f e re n ce betwee n (c) and (d ) . 



86 Appraisal 



A not-lor-orofit oraanisation needs funds to ODerate. iustas a nrotit-makina orcan salon does. It is also reauired 



organisation is run, and how well it manages its funds. 

However, there are a number of differences between a profit-making and a not-for-profit organisation. A not-for- 
profit organisation does not have the basic purpose of increasing the wealth of its shareholders or of achieving a 
return on capital. Its success or failure is judged by the degree to which it achieves its objectives. These are laid 
down in a whole different set of parameters. A hospital has many different targets to meet - some of them 
apparently not that useful. One of its major targets will be to cut the length of its waiting lists for operations. Local 
government bodies may be judged on the basis of whether they have secured VFM (value for money) in spending 
local taxes. Schools are judged on their examination passes and their budgets may be affected by issues such as 
how many of their children are considered to have special needs'. 

A charity will judge its success by the amount of work it has achieved in line with its mission statement, and by the 
level of funding and donations it has secured -without which nothing can be achieved. 

It is worth pointing out that, just as a profit-making organisation may seek to enhance the picture given by its 
financial statements, not-for-profit organisations may also be driven in the same direction. It has been found in the 
UK that some hospitals have brought forward minor operations and delayed major ones in order to secure 
maximum impact on the waiting list and meet government targets. Some schools have a policy of only entering 
pupils for exams which they have a good chance of passing. This keeps up their pass rate and their position in the 
school league tables. 
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Question 1 Pumice 



On 1 October 20X5 Pumice acquired the following non-current investments: 

80% of the equity share capital of Sih/erton at a cost of $1 3.6 million 
- 50% of Silverton's 10% loan notes at par 

1 .6 million equity shares in Amok at a cost of $6.25 each. 

The summarised draft statements ot financial position of the three companies at 31 March 20X6 are: 



Non-current assets 
Property, plant and equipment 
Investments 

Current assets 

Total assets 61,000 16,500 29,000 



Pumice 


Silverton 


Amok 


$'000 


$'000 


$'000 


20,000 


8,500 


16,500 


26,000 


nl 


1,500 


46,000 


8,500 


18,000 


15,000 


8,000 


11,000 



10,000 


3,000 


4,000 


37,000 


8,000 


20,000 


47,000 


11,000 


24,000 


4,000 


nil 


nii 


nl 


2,000 


ni 


10,000 


3,500 


5,000 


61,000 


16,500 


29,000 



Equity 

Equity shares of $1 each 

Retained earnings 

Non-current liabilities 
8% loan note 
10% loan note 
Current liabilities 
Total equity and liabilities 

The following information is relevant: 

(i) The fair values of Silverton's assets were equal to their carrying amounts with the exception of land and 

plant. Silverton's land had a fair value of $400,000 in excess of its carrying amount and plant had a fair value 
of $1.6 million in excess of its carrying amount. The plant had a remaining life of tour years (straight- line 
depreciation) at the date of acquisition. 

(ii) In the post acquisition period Pumice sold goods to Silverton at a price of $6 million. These goods had cost 
Pumice $4 million. Halt of these goods were still in the inventory of Silverton at 31 March 20X6. Silverton 
had a balance of $1.5 million owing to Pumice at 31 March 20X6 which agreed with Pumice's records. 

(iii) The net profit alter tax tor the year ended 31 March 20X6 was $2 million for Silverton and $8 million for 

Amok. Assume profits accrued evenly throughout the year, 
(fv) An impairment test at 31 March 20X6 concluded that consolidated goodwill was impaired by $400,000 and 

the investment in Amok was impaired by $200,000. 
(v) No dividends were paid during the year by any of the companies, 
(vi) It is group policy to value non-controlling interest at acquisition at full (orfair) value. The directors valued 

the non-controlling interest at acquisition at $3m. 

Required 

(a) Discuss how the investments purchased by Pumice on 1 October 20X5 should be treated in its consolidated 
financial statements. (5 marks) 

(b) Prepare the consolidated statement of financial position for Pumice as at 31 March 20X6. (20 marks) 

(Total = 25 marks) 
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Question 2 Tintagel 








Reproduced below is the draft statement of financial position of Tintagel, 


a public listed company, 


as at 31 March 20X4. 






$'000 


rooo 


Non-current assets (note (i)) 








Freehold property 






126,000 


Plant 






110,000 


Investment property at 1 April 20X3 (note (ii)) 






15,000 
251,000 


Current Assets 








Inventory (note (iii)) 




60,400 




Trade receivables and prepayments 




31,200 




Bank 




13,800 


105,400 


Total assets 






356,400 


Equity and liabilities 








Equity 








Ordinary shares of 25c each 






150,000 


Share premium 




10,000 




Retained earnings - 1 April 20X3 




52,500 




-Year to 31 March 20X4 




47,500 


110,000 
260,000 


Non-current liabilities 








Deferred tax - at 1 April 20X3 (note (v)) 






18,700 


Current liabilities 








Trade payables (note (iii)) 




47,400 




Provision for plant overhaul (note (iv)) 




12,000 




Taxation 




4,200 


63,600 


Suspense account (note (vi)) 






14,100 


Total equity and liabilities 






356,400 


(i) The income statement has been charged with $3.2 million being the first of four equa 


annual rental 


payments for an item of plant. This first payment was made or 


1 1 Apr 


1 20X3. Tintagel has been advised that 


this is a finance lease with an implicit interest rate of 10% per 


annum 


. The plant had a 


fair value of $11.2 


million at the inception ot the lease. This is equivalent to the present i 


/alue of the minimum lease payments. 



depreciated at 2% on its cost of $130 million, the leased plant is depreciated at 25% per annum on a straight 
line basis and the sundry plant is depreciated at 20% on the reducing balance basis. The heavy excavating 
plant is being depreciated over 6 years on a straight line basis. 

Plant is split as follows: 

$000 
Heavy excavating plant 40,000 

Sundry plant 70,000 

110,000 

(ii) Tintagel adopts the fair value model for its investment property. Its value at 31 March 20X4 has been 
assessed by a qualified surveyor at $12.4 million. 

(iii) During an inventory count on 31 March 20X4 items that had cost $6 million were identified as being either 
damaged or slow moving. It is estimated that they will only realise $4 million in total, on which sales 
commission of 10% will be payable. An invoice for materials delivered on 12 March 20X4 for $500,000 has 
been discovered. It has not been recorded in Tintagel's bookkeeping system, although the materials were 
included in the inventory count. 
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(iv) Tintagel operates some heavy excavating plant which requires a major overhaul every three years. The 
overhaul is estimated to cost $18 million and is due to be carried out in April 20X5. The provision of 
$12 million represents two annual amounts of $6 million made in the years to 31 March 20X3 and 20X4. 

This plant was purchased for $&0m on 1 April 20X2 and is being depreciated over 6 years on the straight 
line basis. 

(v) The deferred tax liability required at 31 March 20X4 has been calculated at $22.5 million. 

(vi) The suspense account contains the credit entry relating to the issue on 1 October 20X3 of a $15 million 8% 
loan note. It was issued at a discount of 5% and incurred direct issue costs of $1 50,000. It is redeemable 
after four years at a premium of 10%. Interest is payable six months in arrears. The first payment of interest 
has not been accrued and is due on 1 April 20X4. The effective rate of interest is 12.1%. 



Required 



adjustments required by notes (i) to (vi) above. (11 marks) 

(b) Redraft the statement of financial position of Tintagel as at 31 March 20X4 taking into account the 

adjustments required in notes (i) to (vi) above. (14 marks) 

(Total = 25 marks) 



Question 3 Nedburg 



The financial statements ot Ned berg for the year to 30 September 20X2, together with the comparative statement of 
financial position tor the year to 30 September 20X1 are shown below: 

INCOME STATEMENT - YEAR TO 30 SEPTEMBER 20X2 

$m 

Sales revenue 3,820 

C ost of sales ( n ote ( 1 )) (2^620 ) 

G ros s Profit for the per iod 1 , 200 

Operating expenses (note (1)) (300) 

Interest- Loan note (30) 

Profit before tax 870 

Taxation (270 ) 
Profit for the year 



STATEMENTS OF FINANCIAL POSITION AS AT 30 SEPTEMBER 

20X2 20X1 

Non-current assets $m $m $m $m 

Property, plant and equipment 1,890 1,830 

I ntang ib le assets { n ote (2)) 650 300 

2,130 



$m 


$m 




1,890 




650 




2,540 


1,420 




990 




70 


2,480 



Current assets 

Inventory 

Trade receivables 

Cash _70 2,480 nil 1,620 

Total assets 5,020 3,750 

Equity and liabilities 

Ordinary Shares of $1 each 750 500 

Reserves: 

Share premium 350 100 

Revaluation surplus 140 ni 

Retained earn i ngs 1 . 89 1 , 600 

Total equity 3,130 2,200 

Non-current liabilities (note (3)) 870 540 

Current liabilities (n ote(4 )) 1,020 1,010 

Total equity and liabilities 5,020 
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Notes to the financial statements 

(1 ) Cost of sales includes depreciation of property, plant and equipment of $320 million and a loss on the sale 
of plant of $50 million. It also includes a credit for the amortisation of government grants. Operating 
expenses include a charge of $20 million for the impairment of goodwill. 

(2) intangible non-current assets 



Deferred development expenditure 
Goodwill 



(3) Non-current liabilities 
10% loan note 
Government grants 
Deferred tax 

(4) Current liabilities 

Trade payables 
Bank overdraft 
Accrued loan interest 
Taxation 

The following additional information is relevant: 

(i) Intangible non-current assets 

The company successfully completed the development of a new product during the current year, capitalising 
a further $500 million before amortisation charges for the period. 

( i i) Property, plant and equipment/re valuation reserve 

The company revalued its buildings by $200 million on 1 October 20X1. The surplus was credited to 



20X2 


20X1 


$m 


$m 


470 


100 


180 
650 


200 
300 


300 


100 


260 
310 
870 


300 
140 
540 


20X2 


20X1 


$m 


$m 


875 


730 


nil 


115 


15 
130 


5 
160 


1,020 


1,010 



million was received for this plant. 

On 1 October 20X1 a bonus issue of 1 new share for every 10 held was made from the revaluation 

surplus. 

$10 million has been transferred from the revaluation surplus to realised profits as a year-end 

adjustment in respect of the additional depreciation created by the revaluation. 

The remaining movement on property, plant and equipment was due to the disposal of obsolete 



(iii) Share issues 

In addition to the bonus issue referred to above Nedberg made a further issue of ordinary shares for cash. 
(iv) Dividends 

Dividends paid during the year amounted to $320,000. 
Required 

(a) A statement of cash flows for Nedberg for the year to 30 September 20X2 prepared in accordance with IAS 7 
Statement of cash fto ws. (20 marks) 

(b) Comment briefly on the financial position of Nedberg as portrayed by the information in your statement of 
cash flows. (5 marks) 

(Tolal - 25 marks) 
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Question 4 Shiplake (2.5 part) 



Ship lake is preparing its financial statements to 31 March 20X2. The following situations have been identified by an 
impairment review team. 

(a) On 1 April 20X1 Shiplake acquired two subsidiary companies. Halyard and Mainstay, in separate 

acquisitions. Consolidated goodwill was calculated as: 

Halyard Mainstay 

$'000 $'000 

Purchase consideration 12,000 4,500 



A review ot the fair value of each subsidiary's net assets was undertaken in March 20X2. Unfortunately both 
companies' net assets had declined in value. The estimated value of Halyard's net assets as at 1 April 20X1 
was now only $7 million. This was due to more detailed information becoming available about the market 
value of its specialised properties. Mainstay's net assets were estimated to have a fair value of $500,000 less 
than their carrying value. This fall was due to some physical damage occurring to its plant and machinery. 

(3 marks) 

(b) Ship lake has an item of earth- moving plant, which is hired out to companies on short-term contracts. Its 
carrying value, based on depreciated historical cost, is $400,000. The estimated selling price of this asset is 
only $250,000, with associated selling expenses of $5,000. A recent review of its value in use based on its 
forecast future cash flows was estimated at $500,000. Since this review was undertaken there has been a 
dramatic increase in interest rates that has significantly increased the cost of capital used by Shiplake to 
discount the future cash flows of the plant. (4 marks) 

(c) Shiplake is engaged in a research and development project to produce a new product. In the year to 31 
March 20X1 the company spent $120,000 on research that concluded that there were sufficient grounds to 
carry the project on to its development stage and a further $75,000 had been spent on development. At that 
date management had decided that they were not sufficiently confident in the ultimate profitability of the 
project and wrote off all the expenditure to date to the income statement. In the current year further direct 
development costs have been incurred of $60,000 and the development work is now almost complete with 
only an estimated $1 0,000 of costs to be incurred in the future. Production is expected to commence within 
the next few months. Unfortunately the total trading profit from sales of the new product is not expected to 
be as good as market research data originally forecast and is estimated at only $1 50,000. As the future 
benefits are greater than the remaining future costs, the project will be completed, but due to the overall 
deficit expected, the directors have again decided to write oft all the development expenditure. (4 marks) 

(d) Shiplake owns a company called Klassic Kars. Extracts from Ship lake's consolidated statement of financial 
position relating to Klassic Kars are: 

$'000 
Goodwill 60,000 

Franchise costs 50,000 

Restored vehicles (at cost) 90,000 

Plant 100.000 

Othe r net assets 50,000 

370,000 

The restored vehicles have an estimated fair value less costs to sell of $1 15 million. The franchise agreement 
contains a 'sell back' clause, which allows Klassic Kars to relinquish the franchise and gain a repayment of 
$30 million from trie franchisor. An impairment review at 31 March 20X2 has estimated that the value of 
Klassic Kars as a going concern is only $240 million. (4 marks) 

Required 

Explain, with numerical illustrations where possible, how the information in (i) to (iv) above would affect the 
preparation of Shiplake's consolidated financial statements to 31 March 20X2. (15 marks as indicated) 
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Question 5 Creative accounting 



(a) Explain, with relevant examples, what is generally meant by the term 'creative accounting'; (5 marks) 

(b) Explain why it is important to record the substance rather than the legal form of transactions and describe 
the features that may indicate that the substance of a transaction is different from its legal form. (5 marks) 

(Total = 10 marks) 
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A plan of attack 



Perhaps you're having a panic. You've spent most of your study time on groups and interpretation ot accounts 
(because that's what your tutor/BPP study Text told you to do), plus a selection of other topics, and you're really 
not sure that you know enough. The good news is that you can always get a solid start by tackling the first 
question, which is always on group accounts. So calm down. Spend the first few moments or so looking at the 
paper, and develop a plan of attack. 

Looking through the paper 

As it will be in the real exam. Question 1 is on group accounts. Here you have a consolidated statement of financial 
position with one subsidiary and one associate, together with a discussion of associate status. In Section B you 
have four questions on a variety of topics: 

* Question 2 requires adjustments to draft accounts and preparing a restated statement of financial position. 

* Question 3 is a statement of cash flows and comment on financial position. 

* Question 4 is a scenario question on impairment of assets. 

* Question 5 is a discussion question on creative accounting. 
All of these questions are compulsory 

Question 1 is straightforward as long as you are able to deal with an associate. 

Question 2 looks nasty but in fact the numbers are not difficult and you should get marks for detailed workings 

Question 3 is a statement of cash flows. Always a good one to go for. Remember to set up your pro-forma and 
work logically through the points. 

Question 4 requires good knowledge of IAS 36. 

Question 5 requires some thought. All the points you make must be relevant. 

Allocating your time 

BPP's advice is always allocate your time according to the marks for the question in total and for the parts of the 
question. But use common sense. If you're doing Question 4 but haven't a clue how to do Part (b), you might be 
advised to re-allocate you time and pick up more marks on, say. Question 5, where you can always add something 
to your discussion. 

After the exam. . . Forget about it! 

And don't worry if you found the paper difficult. More than likely other candidates will too. If this were the real thing 
you would need to forget the exam the minute you left the exam hall and think about the next one. Or, if it's the last 
one. celebrate! 
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Question 1 Pumice 



Text references. Chapters 9 and 1 1 . 

Top lips. Part (a) provides you with important information for part (b) so make sure you do that first and get clear 
what the shareholdings are and how you will treat them. Note also that the investments have been held for six 
months, so take care working out the pre-acquisition profits. The other complication here is MCI at fair value. 

Easy marks. Most of the work in this question concerns the goodwill, the associate and non-current assets. You 
should be able to score easy marks on the non-current assets and the group retained earnings. 



Marking scheme 



Marks 

(a) 1 mark per relevant point 5 

(b) Statement of financial position 

property, plant and equipment 2Yt 

goodwill 3J4 

in vest me nts - associate 3 

_ nthar 1 







CLjUILJ 31 iai CO 1 






retained earnings 3 






n on -contro lling interest 1 ! h 






8% loan notes % 






10% loan notes 1 






current liabilities 1 






20 






Total for question 25 




(a) 


The acquisition of an 80% holding in Sirverton can be assumed to give Pumice control. Silverton should 
therefore be treated as a subsidiary from the date of acquisition and its results consolidated from that date. 

As Silverton is being treated as a subsidiary, the investment in loan notes is effectively an intra-group loan. 
This should be cancelled on consolidation, leaving the remaining $1m of Silverton s loan notes as a non- 
current liability in the consolidated statement of financial position. 

The shares in Amok represent a 40% holding, which can be presumed to give Pumice 'significant influence', 
but not control. Amok should therefore be treated as an associate and its results brought into the 
consolidated financial statements using the equity method. 




(b) 


PUMICE GROUP 

CONSOLIDATED STATEMENT OF FINANCIAL POSITION AT 31 MARCH 20X6 

$000 
Non-current assets 

Property, plant and equipment (20,000 + 8,500 + 1 ,800 (W7)) 30,300 
Goodwill (W2) 4,200 
I nvestme nt i n associate (W3) 1 1 ,400 
I nvestm e nts - othe r { W8) 1,400 

47,300 
Current assets (1 5,000 + 8,000 - 1 ,000 (W6) - 1 ,500 (intragroup)) 20,500 
Total assets 67,800 


■ 


Mock Exam 1 : answws By' 









Equity and liabilities 

Equity attributable to owners of the parent 

Share capital (parent) 

Retained earnings (W4) 

N on -controlling interest (W5) 

Non-current liabilities 

8% loan note 

10% loan note (2,000 - 1 ,000 (W8)) 

Current liabilities (10,000 + 3,500 - 1,500 (intragroup)) 

Total equity and liabilities 

Workings 



Pumice 




1 Group structure 



80% 
Silverton 
Goodwill 



Consideration transferred 
NCI (at full' fair value per question) 
Fair value of net assets at acquisition: 
Share capital 

Pre-acquisition retained earnings (8,000 - 1,000) 
Fair value adjustments: land 
plant 

Goodwill 

Impairment losses to date 

Carrying value 

Associate 

Cost of investment ($6.25 * 1.6m) 
Share of post-acquisition profit (W4) 

I (>u imnairmpnt low; 



3,000 

7,000 

400 

1,600 



10,000 
37,720 
47,720 

3,080 
50,800 

4,000 

1,000 

12,000 

67,800 



$'000 

13,600 

3,000 



(12,000) 
4,600 
(400 ) 
4,200 

$000 
10,000 

1,600 
11,600 
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Group retained earnings 



Per statement of financial position 
Additional depreciation (W7) 
Unrealised profit ((6,000 - 4,000) il) 
P re-acquisition retained earnings (W2) 



Group share: Silverton 8O0 

Amok 4,000x40% 

Impairment: Silverton 
Amok 

'{20,000 -(8,000x6/12)) 
5 Non-controlling interests 

NCI at acquisition (W2) 



Pumice 


Silverton 


Amok 


S'000 


$000 


$000 


37,000 


8,000 
(200) 


20,000 


(1,000) 






- 


(7,000) 
800 


(16,000) 


36,000 


4,000 


640 






1,600 






38,240 






(320) 






(200) 






37,720 







$000 

3.000 







nt/i snare ot impairmeni losses jquu >■ duta) 






3,060 




G 


Unrealised profit 

Sale ot goods to Silverton 

Cost to Pumice 

Profit 

50% still in inventory 

DR Retained earning s/CR Inventories 






$'000 

6,000 

(4,000) 

2,000 

1,000 




/ 


Fair value adjustments 

Land 
Plant 


Acquisition 

date 
$000 

400 
1,600 
2,000 


Movement 

$000 

(200) 
(200) 


Reporting 

date 
S'000 
400 
1,400 
1,800 




8 


investments 

Pumice - per statement of financial position 
Investment in Silverton 
Investment in Amok 
Intra-group loan note 
Other investments 






$000 

26,000 

(13,600) 

(10,000) 

(1,000) 
1,400 


. 
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Question 2 Tintagel 



Text reference. Chapters 3, 13 and 16. 

Top tips. The statement ot financial position in Part (b) should be straightforward after calculating the adjustments 
required in Part (a), but don't underestimate the time that it will take to draft it. 

The adjustments are quite straightforward; work through them methodically and keep an eye on the time. Extend 
your workings to show the corrected balance at the year-end. 

Easy marks. There are no easy marks for this question! However, if you are very happy with double entry, you may 
find part (a) straightforward. If so, this is 11 easy marks. 

Examiner's comments. Some candidates find it very hard to redraft financial statements instead of preparing them 
from scratch. However most candidates did well. Common errors included: treatment of the lease as if it were 
payments in arrears; treatment of the deficit on the investment property; and treatment ot the loan note. 



Marking scheme 



(a) Retained earnings 

Reversal of cyclic repair provision 

Depreciation charges 

Add back lease rental 

Lease interest 

Loan interest 

Loss on investment property 

Inventory write down 

Unrecorded creditor 

Deferred tax 



(b J Statement of financial position 
Freehold 
Plant 

Investment property 
Inventory 
Receivables and payables and bank 



Available 
Maximum 



Marks 

2 
2 
1 
J 

* 
1 

1 

V2 
11 

J 
2 

1 

2 





1 






1 






J 






* 






2 






J 






1 




Available 


1/ 




Maximum 


14 




Maximum tor question 


2b 
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Opening 
retained 


Profit for 


Closing 
retained 


earnings 

S'000 

bZ.bOO 


year 

$'000 

47,500 


earnings 

$-000 

100,000 




3,200 
(800) 
(2,800) 


3,200 

(800) 
(2,800) 




(2,600) 
(14,000) 


(2,600) 
(14,000) 



Accrued loan interest 

Lease obligation (current liability) 

Taxation 

Lease obligation (non-current liability) 

8% loan note 

Deferred tax 

Ordinary shares and share premium 



IIIM Willi 



(a) Schedule of Adjustment 



From question 
(i) Lease restated as a finance lease (W1 ) 
Remove existing rental 
Interest (11.2-3.2) x 10% 
Depreciation (11.2 x 25%) 

Depreciation 

Freehold property ($130m x 2%) 

Sundry plant ($70m x 20%) 

Heavy excavating plant (See (iv) below) 



(Hi) Inventory 

NRV ($6m - ($4m x 90%)) 
GRNI accrual 

[iv) Heavy excavating plant overhaul 
Reverse overhaul provision 
Reverse old depreciation 
Charge new depreciation 



(W2) 



6,000 

10,000 

(13,000) 



(2,400) 
(500) 

6,000 

10,000 

(13,000) 



(2,400) 
(500) 

12,000 

20,000 
(26,000) 



(v) Deterred tax 








Increase ($22.5m-$18.7m) 




(3,600) 


(3,800) 


(vi) Loan Note (W3) 








Interest expense 




(853) 
23,347 


(853) 


Revised balances 


55,500 


78,847 


Workings 








1 Lease restated as a finance tease 






$"000 


Fair value of asset 






11,200 


Rental paid 1 April 20X3 






(3,200) 
8,000 


Interest at 10% 






800 


Balance at 31 March 20X4 






8,800 


Rental due 1 April 20X4 (current liability) 






(3,200) 


Non-current liability 






5,600 



Overhaul costs 

The $12m provision for plant overhaul does not meet the criteria for a liability because there is no 
obligation to overhaul the asset (it could be sold or abandoned instead). The provision of $1 2m {and 
this year's charge of $6m) should be reversed. 

The need tor a periodic overhaul will be reflected in the depreciation charge. The total cost of $60m 
will be apportioned between $18m which will be consumed over three years (the overhaul costs) and 
the balance which will last for six years. 
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I 




Total cost 




Overhaul 
3 years 


Balance 
6 years 






S'000 




S'OOO 


rooo 




1/4/X2 Cost 


60,000 




18,000 


42,000 




Depreciation 


(13,000) 




(6,000) 


(7,000) 




31/3/X3 Carrying value 


47,000 




12,000 


35,000 




Depreciation 


(13,000) 




(6,000) 


(7,000) 




31/3/X4 Carrying value 


34,000 




6,000 


28,000 




3 Loan Note 












The interest expense will reflect the full cost of this 


loan note (di 


scou 


rct, interest, premium etc) rather 




than just the interest paid. The cost is then charged 


using the effective interest rate. 














$'000 




Received 












Nominal Value 








15,000 




Discount (5%) 








(750) 




Issue costs 








(150) 




Net cash received 








14,100 




Balance outstanding on loan notes at 31 March 20X4 








$'000 




Net amount received 








14,100 




Interest at 12.1% (14,100* 12.1% * 6/12) 








853 




Interest payable 1 April 20X4 (accrual) 








(600) 




Balance at 31 March 20X4 








14,353 




Notes 










H 


The amount repayable at the end of four years is $16,500,000 ($15m + 


10% 


premium). 






The effective interest rate allocates the cost as follows: 








$'000 




Net amount received 1.10.X3 








14,100 




Interest at 12.1% 








1,706 




Interest paid (1 5m x 8%) 








(1,200) 




Balance due 30.9.X4 








14,606 




Interest charge 








1,767 




Interest paid 








(1,200) 





Interest paid (1,200) 




Balance at 30.9.X6 15,809 




Interest charge (balancing figure) 1,891 




Interest paid (1,200) 




Bala nee to be repaid 30 9.X7 1 6 , 500 




You do not need to do this whole calculation in order to answer the question, and will probably not need to 




do it in an exam, but this is how it works. As we are dealing in $000, the numbers are rounded, so the final 




interest charge is a balancing figure. 
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(b) TINTAGEL 


STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X4 


$'000 


Assets 


Non-current assets 


Freehold property (126,000-2,600) 123,400 


Heavy excavating plant (W2) 34,000 


Sundry plant (70,000-14,000) 56,000 


Leased plant (11,200-2,800) 8,400 


Investment property 12,400 


234,200 


Current assets 



Bank 13,800 

103,000 
Total assets 337,200 

Equity and liabilities 
Equity 

Share Capital 150,000 

Share Premium 10,000 

Retained earnings (Part (a)) 78,847 

238,847 
Non-current liabilities 

Finance lease obligations (W1) 5,600 

Loan note (W3) 14,353 

Deferred tax 22,500 

42,453 

Current liabilities $000 

Trade payables (47,400 + 500) 47,900 

Finance lease obligations (W1) 2,400 

Accrued finance lease interest (W1) 800 

Accrued Loan Note interest (W3) 600 

Income Tax 4,200 

ob. 900 



Total equity and liabilities 337,200 

Question 3 Nedburg 

Text reference. Chapter 21 . 

Top tips. Start by putting down the proforma. Then go methodically through the net cash flow from operating 
activities calculation. You will have to do the workings for property, plant and equipment and deferred development 
expenditure in order to complete it. 

Easy marks. The statement of cash flows is straightforward and represents 20 easy marks. 

Examiner's comments. This question was generally well answered and part (a) in particular was extremely well 
answered. However candidates still made mistakes in including non-cash items. Part (b) was poorly answered, 
some candidates making no effort to answer it at all. Most answers were superficial, giving general trends without 
commenting on them. 
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1 Marking scheme 


















Marks 


(a) 


Net cash flows from operating activities 
1 mark per item 
Except - loan interest 

- taxation 
Capital expenditure - proceeds from the sale of the plant 
- other items, 1 mark per component 
Financing - equity shares 

- loan note 
Equity dividends 
Movement in cash and cash equivalents 




Available 
Maximum 


8 

2 
2 

2 
3 
2 
2 
1 
1 
23 
20 




W 


1 mark per relevant point to a 




Maximum 


5 








Maximum 


for question 


2d 




(a) 


NEDBERG 












STATEMENT OF CASH FLOWS FOR THE YEAR ENDED 30 SEPTEMBER 20X2 














$'000 


$000 






Cash flows from operating activities 












Net profit before taxation 






870 




Adjustments for: 












Depreciation 






320 






Loss on disposal of plant 






50 






Amortisation of development expenditure (W3) 






130 






Impairment of goodwill 






20 






Release of Government ararrts 0NA\ 






m\ 





(Increase) decrease in trade and other receivables (990 - 660) 




(310) 




(Increase) decrease in inventories (1,420-940) 




(480) 




Increase (decrease) in trade payables (675-730) 




145 




Cash generated from operations 




685 




Interest paid (30 + 5-15) 




(20) 




Income taxes paid (W5) 




(130) 




Net cash from operating activities 




535 




Cash flows from investing activities 








Proceedsfrom sale of property, plant and equipment (W2) 


20 






Purchase of property, plant and equipment 


(250) 






Receipt of government grant 


50 






Development expenditure capitalised 


(500) 






Net cash used in investing activities 




(680) 
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$'000 


$'000 




Cash flows from financing activities 








Proceedsfrom issue of share capital (200 + 250) (W6), (W7) 


450 






Proceeds of long term borrowings (300 - 100) 


200 






Dividends paid 


(320) 






Net cash from financing activities 




330 




Net increase In cash and cash equivalents 




18b 




Opening cash and cash equivalents 




(115) 





Workings 
1 



PROPERTY, PLANT AND EQUI PMENT - CARRYING VALUE 





$m 




$m 


Bal M 


1,830 


Depreciation 
Plant disposal 


320 


Revaluation 


200 


(balancing figure) 


70 


Plant acquisition 


250 


Bal c/f 


1,890 




2,280 




2,280 



PROPERTY, PLANT AND EQUIPMENT - DISPOSAL 





$m 




$m 


Plant disposal (W1) 


70 


Loss on disposal (from 
question) 
Disposal proceeds 


50 






(balancing figure) 


20 




2Q 




70 



Development expenditure 



DEFERRED DEVELOPMENT EXPENDITURE 





$m 




$m 


Opening 


100 


Closing 


470 


Expenditure 


500 


Amortised 


130 




600 




600 



Government Grants 



GOVERNMENT GRANTS 





Sm 




$m 


Closing 


260 


Opening 


300 


Released during year 


90 
350 


Cash received 


50 
350 



Tax Paid 



TAX 







$m 






$m 


Closing liability 


Current 


130 


Opening liability 


Current 


160 




Deferred 


310 




Deferred 


140 


Cash paid 




130 

"A 


Charge for the year 




270 



Modi Exam 1 : usurers 



LAIJCC.taA 



SHARE CAPITAL 





$m 




Sm 






Balb/f 


500 






Bonus issue (1/10) 


50 


Balc/t 


750 


Issue tor cash 


200 




750 




750 



SHARE PREMIUM 





$m 


Balb/f 


$m 
100 


Balc/T 


350 


Premium on cash issue 


250 




350 




350 



(b) Nedberg has positive cash flow, generating $685m from operations which is sufficient to cover interest 
($20 m), tax ($130m) and dividends ($320m). 

Unusually, the cash flow from operations is less than the operating profit of $900m. The cause ot this 
appears to be the increase in current assets; inventories have increased by 51% and receivables by 46%. 
Without the comparative income statement it is impossible to say whether these increases are in line with 
increased activity or whether it is the result of poor working capital management. 

Nedberg has paid out $250m on property plant and equipment and capitalised $500m of development costs. 
In theory this is a good thing, as these investments will generate profits and cash flows in the future. 
However, Nedberg has had to raise $650m externally in order to pay for these investments, and this cannot 
be repeated year after year. Nedberg would be advised to reduce its capital investment for a year or two to 
enable it to get its finances back in order. 

The financina section reveals that Nedbera has Daid out in dividends half of the monev it has received bv 



mvcaicu \a\\u iney niiyiu nave iu \iay ioa vii u ic uiviueuud mat tncy nave iei,eiveuj. mo uiviutruu iui me ycai 

is also high compared with the profits aftertax; Nedberg should reduce its dividends to a more modest and 
sustainable amount. 

Overall, Nedberg has a healthy cash flow from operating activities. However, management need to: 

• mo n ito r worki ng capital, 

• scale back capital expenditure, and 

• practise dividend restraint. 

4 Shiplake 

(a) Halyard and Mainstay 

This relates to the rules in IFRS 3 for fair valuing assets and calculating goodwill on the acquisition of a 
subsidiary. Fair values are initially established at the date of acquisition. However, these values must be 
revised if new evidence becomes available about the values as at the date of acquisition. These revisions 
should be made up until twelve months after the date of acquisition. Changes in the fair value of the assets 
and liabilities acquired will change the value of any goodwill arising on consolidation. 

Fair values and goodwill must not be adjusted for changes that have occurred since the date of acquisition. 
Halyard 

In this example the revision downwards of the market value ot Halyard s specialised properties would be 
treated as a revision of the fair values at acquisition. This will increase the initial cost of goodwill by $1m to 
$5m ($1 2m consideration less $7m fair valuation). At the year-end the goodwill is reviewed for impairment, 
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particularly in light ot the fall in value of the assets. If the recoverable amount of Halyard as a whole is still 
greater than the $12m purchase consideration then there is no impairment 

Mainstay 

The $500,000 reduction in the value ot Mainstay's net assets has been caused by damage. This cannot be 



(b) Earth moving plant 

At present the earth moving plant is not impaired. The recoverable amount is $500,000 (which is the higher 
of the fair value less costs to sell of $245,000 and the value in use of $500,000). This is greater than the 
carrying amount of $400,000. 

However, an increase in interest rates will decrease the present value ot future cash inflows, which in turn 
decreases the value in use. The affect on Shiplake will depend on the actual changes in the value in use. 

If the value in use is reduced down to $400,000 or higher, then no impairment will have occurred. 

If the value in use is now between $245,000 and $400,000, then the recoverable amount will be less than the 
carrying value and the plant will be impaired down to its value in use. 

If the value in use is now less than $245,000, then the recoverable amount will be the fair value less costs to 
sell of $245,000. The plant will be impaired down to its fair value less costs to sell of $245,000. 

(c) Research and development 

A key point here is that at 31 March 20X1 the costs to date of $1 95,000 were written off. $120,000 related to 
research; these costs cannot be capitalised and must be expensed as incurred. The $75,000 of development 
costs may be capitalised, but the directors decided to write them off because of uncertainties. That was the 
correct decision at the time, and these costs cannot be reinstated in 20X2 when the project approached 
completion. Therefore, the only costs to consider at 31 March 20X2 are the $80,000 incurred during the 
current year and the $1 0,000 costs to complete. 

The $80,000 consists of direct development costs and they must be capitalised. This is because the 
expected profits ot $1 50,000 are greater than the $80,000 cost to date plus the $10,000 cost to complete. 
These costs will then be amortised over the market life of the product. 

(d) Klassic Kars 

The carrying value of Klassic Kars is $370m, whereas the value in use of the cash generating unit as a whole 
is only $240m. An impairment loss ot $130m has occurred, and this loss needs to be apportioned between 
the individual assets of the unit. 

The impairment loss will be allocated to the goodwill first, and then to the other assets (tangible and 
intangible) on a pro-rata basis. However, no asset will be reduced below: 

(1 ) It own fair value less costs to sell 

(2) Its own value in use 

(3) Zero 



Carrying 




Revised 


Value 


Impairment 


Value 


$000 


$'000 


$'000 



Restored vehicles 90,000 ml (1) 90,000 

Plant 100,000 (33,333) (2) 66,667 

Other net assets 50,000 (2) 50.000 

370.000 (130.000 ) 240,000 
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Notes 

(1) The restored vehicles have a fair value less costs to sell ot $11 5m. As this is greater than cost no 
impairment will be recognised against these items. 

(2) The $50m balance of the impairment (after charging $80m against goodwill) will be allocated against 
the franchise costs and plant on a pro-rata basis as follows: 

Carrying value Impairment 

$000 $'000 

Franchise costs 50,000 $50,000x50/150 16,667 

Plant 100,000 $50,000x100/150 33,333 

150,000 50,000 

(3) The franchise has a fair value less costs to sell of $30m. The franchise must not be reduced below 
this value. As the impaired value of $33.3m is greater than the fair value less costs to sell no further 
adjustments are needed. 



5 Creative accounting 



Creative accounting is the selection ot accounting policies that will portray an entity's financial position and 
performance in the best possible light. The policies chosen will comply with all existing professional and 
legal standards. In itself creative accounting is not illegal, although when taken to extremes the financial 
statements may no longer reflect fairly the underlying financial position and performance of the business. 

Creative accounting policies are normally chosen in order to boost liquidity ratios in the statement of 
"inancial oosition. or to increase or smooth out Drofits in the income statement. 



creative accounting are being reduced. However there are still a few areas where standards offer a choice of 
policies and so there is some scope for creative accounting. A few examples are noted below: 

• Capitalising interest or development costs in order to boost profits in the short term. 

• Revaluing or not revaluing a class of assets. (Revaluing tends to improve gearing, but it reduces the 
return on capital employed.) 

• Accounting for a joint venture using the equity method, thereby hiding the impact that the joint 
venture has on the entity's gross profit, finance costs, capital employed and borrowings. 

There are also occasions where management deliberately overestimate the useful lives of assets, or 
underestimate provisions, or fail to apply appropriate policies. These practices are probably closer to fraud 
than to creative accounting. 

(b) IAS 1 requires financial statements to reflect the substance of transactions rather than just their legal form. 
This improves the reliability of the financial statements. 

Most of the time there is no difference between the substance of a transaction and its legal form. For 
example the contract date for most sales is when the exchange of goods takes place, at which point all the 
rights of ownership pass from the seller to the buyer. The buyer recognises the asset, and also recognises 
the liability to pay tor it. The seller ceases to recognise the old asset, but recognises a trade receivable 
instead. However there are occasions when the seller retains some of the rights of ownership. This raises 
the question of what assets and liabilities should be recognised, and when profits can be claimed. The legal 
form of these transactions often tends to overstate profits and hide liabilities. 

Typical features of transactions where the substance may be different from the legal form are as follows: 

• The seller continues to enjoy the risks and benefits of ownership by using the asset. 

• The seller has a constructive obligation to repurchase the asset sold. 

• The agreed selling price is markedly different from the market price. 
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The substance of these transactions is often a secured loan, even though the legal form is a sale. If the legal 
form was reported then the seller' would claim a profit and ignore the obligation to repurchase the asset. 
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Question 1 Hosterling 45mins 

Hosterling purchased the following equity investments: 

On 1 October 20X5: 80% of the issued share capital of Sunlee. The acquisition was through a share exchange of 
three shares in Hosterling tor every five shares in Sunlee. The market price of Hosterling's shares at 1 October 20X5 
was $5 per share. 

On 1 July 20X6: 6 million shares in Amber paying $3 per share in cash and issuing to Amber's shareholders 6% 
(actual and effective rate) loan notes on the basis of $100 loan note tor every 100 shares acquired. 

The summarised income statements for the three companies tor the year ended 30 September 20X6 are: 

Hosteriinff Sunlee Amber 

Revenue 
Cost of sales 
Gross prof it/( loss) 
Other income (note (i)) 
Distribution costs 
Administrative expenses 



$000 


$'000 


$'000 


105,000 


62,000 


50,000 


(68,000) 


(36,500) 


(61,000) 


37,000 


25,500 


(11,000) 


400 


nil 


rl 


(4,000) 


(2,000) 


(4,500) 


(7,500) 


(7,000) 


(8,500) 



Income tax (expense)/credit (8,700 ) (2,600 ) 4,000 

Profit/floss) for the year 16,000 13,000 (20,000) 

The following information is relevant: 

(i) The other income is a dividend received from Sunlee on 31 March 20X6. 

(ii) The details of Sunlee's and Amber's share capital and reserves at 1 October 20X5 were: 



Equity shares ot $1 each 
Retained earnings 





Sunlee Amber 




$'000 $'000 




20,000 lo.OOO 




18,000 35,000 


sition of S 


jnlee with the following results: 


Carrying 


Remaining life 


amount 


Fair value (straight line) 


$'000 


$'000 


18,000 


22,000 still in development 


17,000 


20,000 not applicable 


30,000 


35,000 five years 



Intellectual property 

Land 

Plant 

The fair values have not been reflected in Sunlee's financial statements. 

Plant depreciation is included in cost of sales. 

No fair value adjustments were required on the acquisition of Amber. 

(iv) In the year ended 30 September 20X6 Hosterling sold goods to Sunlee at a selling price of $18 million. 
Hosterling made a profit of cost plus 25% on these sales. $7.5 million (at cost to Sunlee) of these goods 
were still in the inventories of Sunlee at 30 September 20X6. 

(v) Impairment tests for both Sunlee and Amber were conducted on 30 September 20X6. They concluded that 
the goodwill of Sunlee should be written down by $1.6 million and, due to its losses since acquisition, the 
investment in Amber was worth $21 .5 million. 

(vi) All trading profits and losses are deemed to accrue evenly throughout the year. 

(vii) It is group policy to value the non-controlling interest at acquisition at full fair value. At the date of 
acquisition the directors valued the non-controlling interest in Sunlee at $10m. 
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Required 

(a) Calculate the goodwill arising on the acquisition of Sunlee at 1 October 20X5. (5 marks) 

(b) Calculate the carrying amount of the investment in Amber at 30 September 20X6 under the equity method 
prior to the impairment test. (4 ma rks) 

(c) Prepare the consolidated income statement for the Hosterling Group for the year ended 30 September 20X6. 

(16 marks) 

(Total = 25 marks) 

Question 2 Kala 45mins 

The following trial balance relates to Kala, a publicly listed company, at 31 March 20X6: 

Land and buildings at cost (note (i)) 

Plant -at cost (note (i)) 

Investment properties - valuation at 1 April 20X5 (note (i)) 

Purchases 

Operating expenses 

Loan interest paid 

Rental of leased plant (note (ii)) 

Dividends paid 

Inventory at 1 April 20X5 

Trade receivables 

Revenue 

Income from investment property 

Equity shares of $1 each fully paid 

Retained earnings at 1 April 20X5 

8% (actual and effective) loan note (note (iii)) 

Accumulated depreciation at 1 April 20X5 - buildings 

- plant 
Trade payables 
Deferred tax 
Bank 

The following notes are relevant: 

(i) The land and buildings were purchased on 1 April 20W0. The cost of the land was $70 million. No land and 
buildings have been purchased by Kala since that date. On 1 April 20X5 Kala had its land and buildings 
professionally valued at $80 million and $1 75 million respectively. The directors wish to incorporate these 



$000 


$000 


270,000 




156,000 




90,000 




78,200 




15,500 




2,000 




22,000 




15,000 




37,800 




53,200 






278,400 




4,500 




150,000 




119,500 




50,000 




60,000 




26,000 




33,400 




12,500 




5,400 


739,700 


739,700 



Later, the valuers informed Kala that investment properties of the type Kala owned had increased in value by 
7% in the year to 31 March 20X6. 

Plant, other than leased plant (see below), is depreciated at 15% per annum using the reducing balance 
method. Depreciation of buildings and plant is charged to cost of sales. 

(ii) On 1 April 20X5 Kala entered into a lease for an item of plant which had an estimated lite of five years. The 
lease period is also five years with annual rentals of $22 million payable in advance from 1 April 20X5. The 
plant is expected to have a nil residual value at the end ot its life. If purchased this plant would have a cost of 
$92 million and be depreciated on a straight-line basis. The lessor includes a finance cost of 10% per annum 
when calculating annual rentals. (Note: you are not required to calculate the present value otthe minimum 
lease payments.) 

(iii) The loan note was issued on 1 July 20X5 with interest payable six monthly in arrears. 
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(iv) The provision for income tax for the year to 31 March 20X6 has been estimated at $28.3 million. The 
deferred tax provision at 31 March 20X6 is to be adjusted to a credit balance of $14.1 million. 

(v) The inventory at 31 March 20X6 was valued at $43.2 million. 

Required 

Prepare for Kala: 

(a) A statement of comprehensive income for the year ended 31 March 20X6. (10 marks) 

(b) A statement of changes in equity for the year ended 31 March 20X6. (4 marks) 

(c) A statement of financial position as at 31 March 20X6. (11 marks) 

(Total = 25 marks) 

Question 3 Greenwood 45 mins 

Greenwood is a public listed company. During the year ended 31 March 20X7 the directors decided to cease 
operations of one ot its activities and put the assets of the operation up for sale (the discontinued activity has no 



Extracts from Greenwood's financial statements are set out below. 



Note: the income statement figures down to the profit for the period from continuing operations are those of the 
continuing operations only. 



INCOME STATEMENTS FOR THE YEAR ENDED 31 MARCH 



Revenue 
Cost of sales 
Gross profit 
Operating expenses 

Finance costs 

Profit before taxation 

Income tax expense 

Profit for the period from continuing operations 

Profit/{loss) from discontinued operations 

Profit for the year 

Analysis of discontinued operations: 

Revenue 

Cost of sales 

Gross prof it/( loss) 

Operating expenses 

Prof it/( loss) before tax 

Tax (expensej/reliet 

Loss on measurement to fair value of disposal group 
Tax relief on disposal group 
Profft/(loss) from discontinued operations 



20X7 


20X6 


$000 


$000 


27,500 


21,200 


(19,500) 


(15,000) 


8,000 


6,200 


(2,900) 


(2,450) 


5,100 


3,750 


(600) 


(250) 


4,500 


3,500 


(1,000) 


(800) 


3,500 


2,700 


(1,500) 


320 


2,000 


3,020 


7,500 


•3.000 


(8,500) 


(8,000) 


(1,000) 


1,000 


(400) 


(550) 


(1,400) 


450 


300 


(130) 


(1,100) 


320 


(500) 


— 


100 


- 


(1,500) 


320 
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STATEMENTS OF FINANCIAL POSITION AS AT 31 MARCH 



20X/ 



20X6 





$'000 


$000 


$000 


$000 


Non-current assets 




17,500 




17,600 


Current assets 










Inventory 


1,500 




1,350 




Trade receivables 


2,000 




2,300 




Bank 


nil 




50 




Assets held tor sale (at fair value) 


6,000 


9,500 


nil 


3,700 


Total assets 




27.000 




21,300 


Equity and liabilities 










Equity shares of $1 each 




10,000 




10,000 


Retained earnings 




4,500 
14,500 




2,500 
12,500 


Non-current liabilities 










5% loan notes 




8,000 




5,000 


Current liabilities 










Bank overdraft 


1,150 




nil 




Trade payables 


2,100 




2,800 




Current tax payable 


950 


4 r 500 


1,000 


3,800 


Total equity and liabilities 




27,000 




21,300 



Note: the carrying amount of the assets ot the discontinued operation at 31 March 20X6 was $6.3 million. 

Required 

Analyse the financial performance and position of Greenwood tor the two years ended 31 March 20X7. 

Note: Your analysis should be supported by appropriate ratios (up to 10 marks available) and refer to the effects ot 
the discontinued operation. 

(25 marks) 



Question 4 Atomic Power 



You are preparing a technical note to all your clients regarding the effects of IAS 37 Provisions, contingent liabilities 
and contingent assets. 

One of your clients, Atomic Power, has asked for further help in applying IAS 37 because the company is concerned 
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companies. Environmental clear- up costs can be a substantial item ot expenditure for nuclear power plant 
operators; in some countries Atomic Power's licences have, by law, environmental clean-up commitment written in 
as part otthe agreement, whereas in other countries there is no legal requirement to provide for them. 

Atomic Power has brought into commission, on 1 July 20X0, a new nuclear power station, built at a cost of $6O0m. 
The plant has a licence to supply electricity for 12 years, which is the estimated life of the power station. At the end 
of 1 2 years, the station must be demolished and all the waste product (ie spent fuel) buried over 100m 
underground in an area sealed for contamination purposes. During the station's life the company will have to pay 
for the clean up of any contamination leaks from fhe plant's water cooling system. 

The company has estimated the cost of demolition and waste disposal in 12 years' time at $540m, the discounted 
value of which, at an appropriate rate, is $360m. Past experience suggests that there is a 30% chance of a 
contamination leak occurring in any 12 month period, and the cost of cleaning up will be between $60m and $120m 
a time, depending on its extent. The company has a legal obligation to clean-up all contamination caused by leaks. 

The company has sent you extracts from its draft financial statements to 30 June 20X1 in relation to the power 
plant, showing the following: 
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INCOME STATEMENT (EXTRACTS) 

Sm 

Non-current asset depreciation: power station (1/12 x $600m) 50 

Provision for demolition and waste disposal (1/12 x $540m) 45 

Provision for contamination leak clean-up (30% > $90m (average)) _27 

122 

STATEMENT OF FINANCIAL POSITION (EXTRACTS) 

Sm 

Property, plant and equipment 

Power station at cost 600 

Depreciation (50 ) 

550 
Non-current liabilities 
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Required 

(a) Draft a techn ical n ote f o r your c lie nts that explai ns why there i s a n eed f o r an acco u nti n g standard in respect 
of provisions. (2 marks) 

(b) Advise Atomic Power on the acceptability ot its current accounting policy and redraft the extracts of the 
financial statements tor the company in line with IAS 37. (8 marks) 

(c) Explain the effect it would have on your answer to (b) if Atomic Power was operating this nuclear power 
station in a country that does not legislate in respect of the above types of environmental costs. (5 marks) 

(Total = 15 marks) 



Question 5 Errsea 



The following is an extract of Errsea's balances of property, plant and equipment and related government grants at 
1 April 20X6. 

Cost Accumulated Carrying 

depreciation amount 

$'000 $'000 $'000 

Property, plant and equipment 240 180 60 

Non-current liabilities 

Government grants 30 

Current liabilities 

Government grants 10 

Details including purchases and disposals of plant and related government grants during the year are: 

(i) Included in the above figures is an item of plant that was disposed of on 1 April 20X6 for $12,000 which had 
cost $90,000 on 1 April 20X3. The plant was being depreciated on a straight- line basis over four years 
assuming a residual value ot $10,000. A government grant was received on its purchase and was being 
recognised in the income statement in equal amounts over four years. In accordance with the terms of the 
grant, Errsea repaid $3,000 ot the grant on the disposal of the related plant. 

(ii) An item ot plant was acquired on 1 July 20X6 with the following costs: 

$ 
Base cost 192,000 

Modifications specified by Errsea 12,000 

Transport and installation 6,000 

The plant qualified tor a government grant ot 25% of the base cost ot the plant, but it had not been received 
by 31 March 20X7. The plant is to be depreciated on a straight-line basis over three years with anil 
estimated residual value. 
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(iii) All other plant is depreciated by 1 5% per annum on cost 

(iv) $1 1 ,000 of the $30,000 non-current liability tor government grants at 1 April 20X6 should be reclassified as 
a current liability as at 31 March 20X7. 

(v) Depreciation is calculated on a time apportioned basis. 

Required 

Prepare extracts of Errsea's income statement and statement of financial position in respect otthe property, plant 
and equipment and government grants for the year ended 31 March 20X7. 

Note. Disclosure notes are not required. (10 marks) 
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Answers 
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A plan of attack 

Managing your nerves 



awareness of what is going on emotionally within you may help you manage your nerves. Remember, you are 
unlikely to banish the flow of adrenaline, but the key is to harness it to help you work steadily and quickly through 
your answers. 

Working through this mock exam will help you develop the exam stamina you will need to keep going tor three 
hours. 

Managing your time 

Planning and time management are two of the key skills which complement the technical knowledge you need to 
succeed. To keep yourself on time, do not be afraid to jot down your target completion times for each question, 
perhaps next to the title of the question on the paper. As all the questions are compulsory, you do not have to 
spend time wondering which question to answer! 

Focusing on scoring marks 

When completing written answers, remember to communicate the critical points, which represent marks, and avoid 
padding and waffle. Sometimes it is possible to analyse a long sentence into more than one point. Always try to 
maximise the mark potential of what you write. 

As you read through the questions, jot down on the question paper, any points you think you might forget. There is 
nothing more upsetting than coming out of an exam having forgotten to write a point you knew! 

Structure and signpost your answers 

As you read through the paper, highlight the key words and phrases in the examiner's requirements. This will help 
you focus precisely on what the examiner wants. 

Also, where possible try to use headings and subheadings, to give a logical and easy-to-follow structure to your 
response. A well structured and sign-posted answer is more likely to convince the examiner that you know your 
subject. 

Doing the exam 

Actually doing the exam is a personal experience. There is not a single right way. As long as you submit complete 
answers to five questions after the three hours are up, then your approach obviously works. 

Unking through the paper 

Question 1, as always, is on group accounts. This time it requires an income statement for a group including an 
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Question 3 is a statement of cash flows and interpretation ot accounts 

Question 4 requires good understanding of provisions 

Question 5 is a question on non-current assets and government grants 
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Allocating your time 

BPP's advice is to always allocate yourtime according to the marks for the question. However, use common sense. 

If you're doing a question but haven't a clue how to do part (c), you might be better off re-allocating your time and 
getting more marks on another question, where you can add something you didn't have time tor earlier on. 
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Question 1 Hosterling 



Top tips. This is a consolidated income statement including an associate, less common than a consolidated 
statement of financial position but with no serious problems. Start by noting down the shareholdings and the 
number of months during which the investment in the associate has been held, then do (a) and (b) and get the 
protorma down tor (c). 

Easy marks. The only complex part of this question was dealing with the associate. Accounting for the subsidiary 
was very straightforward and you should have had no trouble with the unrealised profit or the fair value adjustment. 
So make sure you get these simple parts of the question correct. 

Examiner's comments. This required preliminary calculations of consolidated goodwill and the carrying amount of 
an associate followed by the preparation of a consolidated income statement. There were less candidates achieving 
very high marks compared to recent diets and a significant issue was the number of candidates who used 
proportional consolidation for either the subsidiary, the associate or both. There were also problems eliminating 
intra-group trading and calculating the non-controlling interest. 



Marking scheme 



Marks 



(a) Goodwill of Sunlee: 
consideration 
equity shares 

pre acquisition reserves 

fair value adjustments _2 

Maximum 5 

(b) Carrying amount and impairment of Amber: 
cash paid 

6% loan note 

post acquisition _2 

Maximum 4 

(c) Income statement: 

revenue 2 

cost of sales 4 

distribution costs and administrative expenses 

finance costs 

impairment of goodwill in subsidiary 

impairment of associate 

share of associate's loss 2 

income tax 1 

non-controlling interests 2 

eliminate dividend from Sunlee 1 



ie 



e> 
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(a) Goodwill in Sunlee 

$'000 $'000 

Consideration transferred (1 6,000 x 5 x 3/5) 48,000 

Fair value of non-controlling interests 10,000 

Fair value of net assets at acquisition: 

Shares 20,000 

P re-acq u isitio n rese rves 1 8,000 

Fair value adjustment (W) 12,000 

(50,000) 
(40,000) 
Goodwill 8,000 

Working: Total fair value adjustment = 4,000 + 3,000 + 5,000 = $12m. 

(b) Investment in Amber 

$000 
Cost of investment (6m ■■< $4) ($3 cash t $1 loan note) 24,000 

Share of post-acquisition loss (20m * 3/12 x 40%) (2,000 ) 

Carrying value prior to impairment 22,000 

Per note (v) the investment was valued at $21 .5m at 30 Sept 20X6. The impairment loss was therefore $500,000. 

(c) HOSTERLING GROUP 

CONSOLIDATED INCOME STATEMENT FOR THE YEAR ENDED 30 SEPTEMBER 20X6 





Cost of sales (W4) 




(89,000) 




Gross profit 




60,000 




Distribution costs (4,000 + 2,000) 




(6,000) 




Administrative expenses (7,500 + 7,000 + 1,600 (note (v)) 




(16,100) 

37,900 




Share of loss of associate (W5) 




(2,500) 




Finance costs (1,200 + 900) 




(2,100) 




Profit before tax 




33,300 




Income tax expense (8,700 + 2,600) 




(11,300) 




Profit for the year 




22,000 




Profit attributable to: 








Owners of the parent 




19,600 




Non-controlling interest ((13,000 - 1,000 (W4)) x 20%) 




2,400 
22,000 




Workings 








1 Group structure 








Hosterling 








/ \ 

Sunlee 80% Amber 40% 








2 Timeline 








1.10.X5 

I 


1.7X6 


30.9.X6 




I 




k. 




Sunlee all year 




r 






Amber - 


-Profits and NCI x 3/12 




Mock Exam 2: answers 




InMUlBM 











Goods held in inventory by Sun lee 

Unrealised profit at cost plus 25% {7,500 x 25/1 25) 

Cost of sales 

Hosterling 

Sunlee 

Intra-group 

Unrealised profit in inventory (W3) 

Depreciation on fair value adjustment (5,000/5) 



Share of loss of associate 

Share of loss after tax (20,000 x 3/1 2 x 40%) 
Impairment ((b) above) 



$'000 
7,500 
1,500 



$'000 


68,000 


36,500 


(18,000) 


1,500 


1,000 


89,000 


$'000 


2,000 


500 


2,500 



Question 2 Kala 



Top tips. The main issues in this question were the asset revaluations and the finance lease. Always check the 
remaining useful life of a revalued asset. With a finance lease you must note whether payments are made in 
advance or in arrears. In this case they are made in advance, so the amount payable with one year includes no 
interest relating to a future period. 

Easy marks. You may have been confused by the finance lease but there were plenty of marks available for non- 
current assets and you could have scored a few more easy marks by dealing correctly with the tax. 



Marking scheme 



Statement of comprehensive income 

Revenue 

Cost of sales 

Operating expenses 

Investment income 

Finance costs 

Taxation 

Revaluation gain 



Marks 

2 
2 



1 
_2 

10 
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Total comprehensive income for the year 2 




Dividends paid 1 

4 




(c) Statement of financial position 




Land and buildings 2 




P lant and eq u ipment 2 




investment property 1 




I nve ntory and trade rece iva bles 1 




8% loan Yt 




Deferred tax # 
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Lease obligation : interest and capital one year 1 




capital over one year 1 




Trade payables and overdraft 1 




Accrued interest % 




Income tax provision & 




11 




Total for question 25 




KALA 




STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 31 MARCH 20X6 




$000 




Revenue 278,400 




Cost of sales (W1) (115,700) 




Gross profit 162,700 




I nvestment income (W2) 10,800 




Operating expenses (15,500) 




F inance costs (W3) ( 1 0,000) 




Profit before tax 148,000 
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Other comprehensive income: 












Revaluation gain on property (W8) 








45,000 




Total comprehensive income for the year 








163,100 




KALA 












STATEMENT OF CHANGES IN EQUITY FOR THE YEAR ENDED 31 MARCH 20X6 










Share 


Revaluation 


Retained 








capital 


surplus 


Earnings 


Total 






$'000 


$000 


$000 


$'000 




At 1 April 20X5 


150,000 




119,500 


269,500 




Dividends paid 


- 


- 


(15,000) 


(15,000) 




Total comprehensive income for the year 
Balance at 31 March 20X6 




45,000 
45,000 


118,100 
222,600 


163,100 
417,600 




150,000 




KALA 












STATEMENT OF FINANCIAL POSITION AS AT 31 MARCH 20X6 
















$000 


$000 




Non-current assets 












Property, plant and equipment (W5) 








434,100 




Investment property 








96,300 
530,400 




Current assets 












Inventory 






■13.200 






Trade receivables 






53,200 


96,400 




Total assets 








626,800 




Equity and liabilities 












Equity 












Equity shares $1 








150,000 




Revaluation surplus 








45,000 




Retained earnings 








222,600 
417,600 




Non-current liabilities 












Deferred tax 






14,100 






Amounts due under finance lease (W6) 






55,000 






Loan note 






50,000 
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Current liabilities 

Trade payables 

Loan interest payable (3,000 - 2.000) 

Amount due under finance lease (W6) 

Overdraft 

Income tax payable 

Total equity and liabilities 
Workings 

1 Cost of safes 

Opening inventory 
Purchases 
Depreciation (W7) 
Closing inventory 

2 Investment income 

Per trial balance 

Increase in value (90,000 ■ 7%) 

3 Finance cost 

Loan note (50,000 x 8% x 9/12) 
Finance lease interest (W6) 

4 Income tax 

Provision for year 

Transfer to deferred tax (14,100 - 12,500) 



Property, plant and equipment 



Cost 



Land 
$000 
70.000 



Buildings 

$'000 

200,000 



Plant 
$'000 
156,000 



$'000 



33,400 
1,000 

22,000 

5,400 

28,300 



$'000 
119,100 



Leased plant 

$'000 

92,000 



90,100 

6 26, BOG 



$'000 

37,800 

78,200 

42,900 

(43,200) 

115,700 

$'000 

4,500 

6,300 

10,800 

$'000 

3,000 

7,000 

10,000 



$'000 
28,300 

1,600 
29,900 

Total 
$000 
518,000 



Currentyeardepreciation(W7) (5,000) (19,500) (18,400) 


(42,900) 
434,100 




Carrying value 80,000 170,000 110,500 73,600 


6 Finance lease 


$'000 




Purchase price 


92,000 




Instalment paid 1 April X5 


(22,000) 




Balance 1 April X5 


70,000 




Interest 10% 


7,000 




Balance 31 March X6 


77,000 




Due within one year 


22,000 




Due after one year 


55,000 
77,000 
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[Note that the amount due within one year will be paid on 1 April X6 ie before the accrual of any 


further 




interest. Therefore we do not need to deduct any future interest from this amount.] 






7 Depreciation 






Buildings 


$'000 




Revalued amount/remaining useful life 






(175.000/(50-15)) 


5,000 




Plant 






(1 56,000- 26,000) :< 15% 


19,500 




Leased plant 






(92,000/5) 


18,400 
42,900 




8 Revaluation surplus 


$'000 




Land (80m-70m) 


10,000 





Question 3 Greenwood 



Text references. Chapters 19 and 20. 

Top tips. This question actually tells you that 10 marks are available for ratios. From this you can deduce two 
things: (a) you should not spend more than 18 minutes preparing the ratios and (b) the other 15 marks are 
available for meaningful analysis, so you need to earn those by analysing the financial statements and the ratios. 
You have been told that you should refer to the results of the discontinued operation, so you know that must be 
significant. The examiner couldn't make it much clearer! 

Eisy marks. Calculating the ratios is straightforward, but to get those 10 marks for the ratios you needed to adjust 
for the discontinued operation where appropriate. There were ratios and discussion that could be done simply. The 
separation of results in the income statement allowed you to compare the gross profit % and ROCE of the 
continuing and discontinued operations, and this would have given you some valid points to make. 

Examiner's comments. In keeping with many similar questions, good candidates scored well on the calculation of 
appropriate ratios, but fared worse when it came to interpreting them. Many candidates' attempted interpretation 
was simply to explain in words what the movement in a particular ratio had been, without any attempt to suggest 
why the ratio might have changed or what it may indicate for the company's future prospects. 



Marking scheme 



Marks 



Up to 10 marks tor relevant ratios 

Up to 5 marks for effect ot discontinued operation 

Up to 1 mark per relevant interpretive comment 





10 




5 


Maximum 


10 


Total for question 


25 



The application of IFRS 5 Non-current assets held for sate and discontinued operations makes it possible to 
separate out the results of continuing and discontinued operations. This is important for analysts as discontinued 
operations will not be contributing to future performance and non-current assets held for sate will be disposed of in 
the near future. 
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In the case of Greenwood we have excluded the results of discontinued operations and the value ot non-current 
assets held for sale from ratios where applicable. 

Greenwood's ROCE based on continuing operations has declined from 33.5% to 29.7% between 20X6 and 20X7. 
Separating this ratio into its component parts, we can see that there has been a slight improvement in the profit 
before interest and tax ratio, from 17.7% to 17.8%. The problem therefore lies with the asset turnover, which has 
declined from 1 .89 to 1 .67. This means that Greenwood made less effective use ot its assets in 20X7 than in 20X6. 
An additional $3m of loan notes were issued during the year, but this capital has not yet generated a commensurate 
return. 

There has been a healthy increase in revenue in 20X7 and gross prof it % has almost kept pace, but the margin has 
been eroded by an increase in operating expenses and finance costs which have increased by 140%. These are due 
to the additional $3m loan notes and the overdraft, on which Greenwood appears to be paying about 17% per 
annum. 

The analysis of discontinued operations demonstrates why this activity has been terminated. A gross profit ot $1m 
in 20X6 represented a return of 11%, compared with the 29% gross profit percentage on the continuing operations. 
In 20X6 the discontinued operation made a pre-tax profit of $450,000 which represents a ROCE of about 7% on its 
$6.3 m assets. In 20X7 the ROCE was ot course negative. 

At first sight Greenwood's current ratio of 2.11 for 20X7 looks healthy, but this has been distorted by the assets ot 
the discontinued operation. Adjusted for this, we get a current ratio ot 0.77. This is alarming in itself and is a decline 
from 0.97 in 20X6. The quick ratio, similarly adjusted, stands at 0.62 in 20X6 and 0.44 in 20X7. During 20X7 
Greenwood's cash balances have declined by $1.2m, despite the further $3 m loan, and it has a tax bill of $950,000, 
which will presumably accrue interest if it is not paid by the due date. 

Greenwood's working capital ratios also reflect the pressure exerted by shortage of cash. The company has reduced 
its inventory holding period by 5 days over the course of the year and receivables are now paying in 26.5 days, 
down from 40 days in 20X6. This is less than normal terms ot trade and may have been achieved by means of 
settlement discounts, further reducing cash receipts. Part otthe pressure to collect cash has no doubt come from 
suppliers and Greenwood has reduced its payables days outstanding from 68 to 50, which is still high. 
Greenwood's liquidity problems will be eased when it disposes of the assets of the discontinued operation, 
assuming this can be done relatively quickly, at or close to fair value and for cash. 

Gearing gives less immediate cause for concern. The $3m loan has increased gearing from 28.6% to 35.5% and 
Greenwood's finance costs have risen from $250,000 to $600,000, but without the extra loan the company would 
have been running a $4m overdraft, at much greater expense. 

Overall. Greenwood's results do not inspire confidence. Discontinuina the unprofitable activity was no doubt the 
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Ratios 20X7 


20X6 




ROCE- continuing operations 

{4,500 + 400*)/{14,500 t 8,000 - 6,000) 29.7% 

(3,750 / (12,500 + 5,000-6,300)) 


33.5% 




'Note that of the finance costs shown for 20X7 only $400,000 is loan note interest 






Gross profit % - continuing operations 

(8, 00^27, 500) 29.1% 

(6,200/21 ,200) 


29.2% 




Net profit before tax % 

(4,500 / 27,500) 16.36% 

(3,500/21 .200) 

Net profit before interest and tax % 


16.5% 
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(4,900/27,500) 17.8% 
(3,750/21,200) 


17.7% 




Asset turnover 

(27,500/(14,500 + 8,000 - 6,000)) 1 .67 

(21.200/(12,500 + 5,000-6,300)) 


1.89 




Current ratio 

Including held for sale (9,500/4,500) 2.11 

Excluding held for sale (3,500/4,500) 0.77 

(3,700''3,8O0) 


0.97 




Quick ratio (acid test) 

InHnrlinn haH inr calo (ft JWl/4 ^flfl\ 1 77 







Inventory days held 

(1,5O0/19,50O):< 365 28 

(1,350/15,000):-:: 365 33 

Receivables days outstanding 

(2,000/27,500) :< 365 26.5 

(2,30f/21 ,200):< 365 39.6 

Payables days 

(2,400/19,500):-:: 365 50 

(2,800/15,000):-:: 365 68 

Gearing 

(8,000/(8,000 + 14,500)) 35.5% 

(5,000/(5,000 + 12,500)) 28.6% 

Question 4 Atomic Power 

Text reference. Chapter 13. 

Top tips. IAS 37 is an important 'anti-abuse' standard in the IAS repertoire. The definitions and recognition criteria 
you are required to discuss in (a) are fundamental to the standard; you will not be able to apply IAS 37 if you don't 
know them. 

(a) TECHNICAL NOTE 

IAS 37 PROVISIONS, CONTINGENT LIABILITIES AND CONTINGENT ASSETS 

The use of provisions has created substantial opportunities tor the manipulation of reported profits. One 
reason for this is that provisions are pervasive; they may arise in relation to almost all areas of a company's 
operations. Both the recognition and measurement of provisions rely to a great extent on the judgement of 
management. There is thus substantial scope for adjustment of provisions. 

A particular issue is the way management use provisions to 'smooth' profits; provisions are created for 
future expenditure in years when profits are healthy and then released to profit or loss as the expenditure 
arises, thus reducing the volatility of reported profits over time. IAS 37 is designed to prevent this. 

Another difficult area is the use of provisions for future losses when one business acquires another. By 
creating provisions for restructuring on acquisition as part of the fair value exercise, the acquiring business 
can increase the future profitability of the acquired entity, again by releasing the provisions in future periods 
against the expenditure. This practice has the perverse effect of increasing goodwill the greater the 
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restructuring charges! This has been largely prevented, not only by IAS 37, but also by IFRS 3 Business 
combinations. 

Note the emphasis on a 'present obligation'; it is not sufficient to determine that there may or will be some 
obligation in the future. Where it is unclear as to whether there is a present obligation, IAS 37 states that it 
should be assumed that there is one if, on the available evidence, it is more likely than not that one exists. 

Assuming the above definitions and recognition criteria are met, IAS 37 has rules regarding measurement 
of a provision. The amount recognised as a provision should be the best estimate of the expenditure 
required to settle the present obligation at the end of the reporting period. It is necessary to incorporate this 
notion because of the uncertainties surrounding the outcome of provisions. 

(b) Atomic Power's current accounting policies regarding accounting for provisions is no longer acceptable 
under IAS 37. Where an entity has a present obligation that will (probably) lead to an outflow of resources 
embodying economic benefits as a result of past events, then a provision should be made of the full amount 
of the expected liability. Where that amount is expressed in future prices then these must be discounted 
back at a nominal rate. Atomic Power should thus recognise $360 m as a liability, not $540m, for 
environmental costs on 1 July 20X0. 

The credit side of the accounting entry is thus to non-current liabilities in the statement of financial position. 
The treatment of the corresponding debit entry required by IAS 37 is controversial; it must be added in to 
the cost of the asset, to be released as the asset is depreciated over its useful life. This effectively grosses 
up' the assets and liabilities of the statement of financial position and has called into question the nature of 
the assets recognised in this way in relation to how assets are defined in the lASB's Framework. In Atomic 
Power's case (barring the error in using $540m instead of $360m), the effects on profits will not be much 
different under IAS 37 than the previous policy. The value of the power station plus the provision for 
environmental costs will be written off over its 12 year life. 

The treatment of the possible costs of contamination leaks is more problematic. If there is a leak then the 
company will have to pay for the clean-up costs, and each leak will cost between $60 m and $ 120m to clean- 
up. The main issue is whether a 'past event' has taken place. Is the past event the leak itself, or is it the 
generation of the electricity that could lead to a leak? There is also the question of the probability of a leak. 
Generally, if there is a greater than 50% chance of a liability occurring, it should be provided for, but it below 

^rt% than nrocnmahlv the liahilitw uurtnLii ho rlaccoH ac rrtntinnant nnlw anH flier Incorl in tho nritoc rathar 



over i £. years ot generation ot eiectncny, prooaDiniy wo urn suggesi inai: a lean win occur a doui tout limes r,ie 
one year in three). It would therefore be prudent to provide on this assumption. The cost of each leak is 
$60m - Sl20m; so taking the mid -cost, the cost of four leaks will be $90 m * 4 = $360m. Over 1 2 years, 
therefore, the company would provide $30m per year. 

Applying the above, the revised accounts extracts are as follows. 

INCOME STATEMENT (EXTRACTS) 

$m 

Non-current asset depreciation: 1/12 x (600 + 360) 80 

Provision for clean-up costs: 1/12 >; (90 * 4) _30 

110 

STATEMENT OF FINANCIAL POSITION (EXTFtACTS) 

$m 
Non-current assets 

Power station at cost 960 

Depreciation (as above) (80) 

880 
Provisions tor liabilities and charges 
Provision for environmental and clean up costs (360 + 30) 390 
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An alternative view on the cost of cleaning up after leaks would be to say that at the end of the reporting 
period there have been no leaks and so there is no obligation to pay out any clean-up costs. Although there 
may be leaks in the future, these will be from future operations, and so they should not be provided for now. 

(c) In the case put where there is no statutory requirement to clean up environmental damage, one might expect 
IAS 37 not to require a provision because there is no obligation the settlement of which will require an 
outflow of resources embodying economic benefits. However, IAS 37 also includes the notion of a 
'constructive obligation" as discussed in (a)(ii) above. 

In Atomic Power's case, if the company has a track record for cleaning up environmental damage or 



will clean up environmental damage, then no provisions would be required and the power station would 
simply be recorded at a cost ot $600m and depreciated by $50 m a year over 1 2 years. 



Question 5 Errsea 



Top tips. This question requires really clear workings, to enable you to work methodically and to show the marker 
what you have done. 



INCOME STATEMENT (EXTRACTS) 

Income from government grants (W2) 
Loss on disposal of plant (30,000 - 12,000) 
Depreciation (52,500 + 22,500 (W1)) 

STATEMENT OF FINANCIAL POSITION (EXTRACTS) 

Non-current assets 

Property, plant and equipment (W1) 

Current assets 
Receivable-government grant 

Non-current liabilities 
Government grants 



$ 
19,000 

18,000 
75,000 



165.000 



■IB. 000 



39.000 



Current liabilities 
Government grants 

Workings 

1 Property, plant and equipment 



27,000 











Accumulated 










Cost 


depreciation 


Carrying value 








$ 


$ 


$ 


At 1.4X6 






240,000 


(180,000) 


60,000 


Disposal 1.4. X6 






(90,000) 


60,000 


(30,000) 


Acquisition 1.7. X6 






210,000 




210,000 


Depreciation on acquisition ((210/3) > 


9/12) 




(52,500) 


(52,500) 


Depreciation on assets on 


handat1.4.X6 








((240-90)>: 15%) 








(22,500) 


(22,500) 
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Government grants 





Current 


Non -current 


Income 




liability 


liability 






$ 


$ 


$ 


AHAXfl 


10,000 


30,000 




Grant repaid 


(3,000) 
7,000 






Transfer to income at 31 .3.X7 


(7,000) 




7,000 


Transfer to current liability 


11,000 


(11,000) 




Grant receivable * 


16,000 


20,000 


12,000 




27,000 


39,000 


19,000 


* 

Total grant (192,000 k 25%) 






$ 

48,000 


Transfer to income {(46,000/3) * 9/12) 






12,000 


Current liability (48,000/3) 






16,000 


Non-current liability 






20,000 



48,000 



e> 
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Answer all FIVE questions 



DO NOT OPEN THIS PAPER UNTIL YOU ARE READY TO START UNDER 
EXAMINATION CONDITIONS 






Question 1 Premier 



On 1 June 2010, Premier acquired 80% of the equity share capital of Santord. The consideration consisted of two 
elements: a share exchange of three shares in Premier for every five acquired shares in Sanford and the issue of a 
$100 6% loan note for every 500 shares acquired in Sanford. The share issue has not yet been recorded by 
Premier, but the issue of the loan notes has been recorded. At the date of acquisition shares in Premier had a 
market value of $5 each and the shares of Sanford had a stock market price of $3.50 each. Below are the 
summarised draft financial statements of both companies. 

STATEMENTS OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 30 SEPTEMBER 2010 



Revenue 

Cost of sales 

Gross profit 

Distribution costs 

Administrative expenses 

Finance costs 

Profit before tax 

Income tax expense 

Profit for the year 

Other comprehensive income: 



Premier 


Sanford 


$'000 
92,500 


S'OOO 
45,000 


(70,500) 
22,000 


(36,000) 
9,000 


(2,500) 

(5,500) 

(100) 

13,900 


(1,200) 
(2,400) 
ml 
5,400 


(3,900) 
10,000 


(1,500) 
3,900 



STATEMENTS OF FINANCIAL POSITION AS AT 30 SEPTEMBER 2010 






Assets 






Non-current assets 






Property, plant and equipment 


25.500 


13,900 


Investments 


1,800 


_njl 




27,300 


13,900 


Current assets 


12,500 


2,400 


Total assets 


39,800 


16,300 


Equity and liabilities 






Equity 






Equity shares of $1 each 


12,000 


5,000 


Land revaluation reserve - 30 September 2010 (note (i)) 


2,000 


nil 


Other equity reserve - 30 September 2009 (note (iv)) 


500 


nil 


Retained earnings 


12,300 


4,500 




26,800 


9.500 


Non-current liabilities 






6% loan notes 


3,000 


nil 


Current liabilities 


10,000 


6,800 


Total equity and liabilities 


39,800 


16,300 



The following information is relevant: 

(i) At the date of acquisition, the fair values of Sanford's assets were equal to their carrying amounts with the 
exception of its property. This had a fair value of $1 .2 million below its carrying amount. This would lead to 
a reduction of the depreciation charge (in cost ot sales) of $50,000 in the post-acquisition period. Sanford 
has not incorporated this value change into its entity financial statements. 

Premier's group policy is to revalue all properties to current value at each year end. On 30 September 2010, 
the value of Sanford's property was unchanged from its value at acquisition, but the land element of 
Premier's property had increased in value by $500,000 as shown in other comprehensive income. 
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cost to Premier) ot inventory that had been supplied in the post-acquisition period by Santord as at 
30 September 2010. 

(iii) Premier had a trade payable balance owing to Sanford of $350,000 as at 30 September 201 0. This agreed 
with the corresponding receivable in Santord's books. 

(iv) Premier's investments include some investments in equity instruments that have increased in value by 

$300,000 during the year. The other equity reserve relates to these investments and is based on their value 
as at 30 September 2009. There were no acquisitions or disposals of any of these investments during the 
year ended 30 September 201 0. Premier made an irrevocable election at initial recognition of these 
instruments to recognise all changes in fair value through other comprehensive income. 

(v) Premier's policy is to value the non-controlling interest at fair value at the date of acquisition. For this 

purpose Sanford's share price at that date can be deemed to be representative of the fair value of the shares 
held by the non-controlling interest. 

(vi) There has been no impairment of consolidated goodwill. 

Required 

(a) Prepare the consolidated statement of comprehensive income for Premier for the year ended 30 September 
2010. (9 marks) 

(b) Prepare the consolidated statement of financial position for Premier as at 30 September 201 0. (16 marks) 

(Total = 25 marks) 

Question 2 Cavern (amended) 

The following trial balance relates to Cavern as at 30 September 2010: 

$'Q0Q $<0O0 

Equity shares of 20 cents each (note (i)) 50,000 

8% loan note (note (ii)) 30,600 

Retained earnings - 30 September 2009 12,100 

Other equity reserve 3,000 

Revaluation reserve 7,000 

Share premium 11,000 

Land and buildings at valuation - 30 September 2009: 

Land ($7 million) and building ($36 million) (note (iii)) 43,000 

Plant and equipment at cost (note (iii)) 67,400 

Accumulated depreciation plant and equipment - 30 September 2009 13,400 

I nvestments i n eq u ity i nstru me nts (n ote ( iv)) 1 5, 800 

Inventory at 30 September 2010 1 9,800 

Trade receivables 29,000 



Trade payables 21,700 

Revenue 182,500 

Cost of sales 

Administrative expenses {note (i)) 

Distribution costs 

Loan note interest paid 

Bank interest 

Investment income 

Current tax (note{v)) 
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128,500 




25,000 




8,500 




2,400 




300 






700 


900 




340,600 


340,600 



The following notes are relevant: 

(i) Cavern has accounted for a fully subscribed rights issue of equity shares made on 1 April 201 of one new 
share for every tour in issue at 42 cents each. The company paid ordinary dividends of 3 cents per share on 
30 November 2009 and 5 cents per share on 31 May 2010. The dividend payments are included in 
administrative expenses in the trial balance. 

I ) The 8% loan note was issued on 1 October 2008 at its nominal (face) value of $30 million. The loan note will 
be redeemed on 30 September 201 2 at a premium which gives the loan note an effective finance cost of 
10% per annum. 

(iii) N on -current assets: 

Cavern revalues its land and building at the end ot each accounting year. At 30 September 201 the relevant 
value to be incorporated into the financial statements is $41.8 million. The building's remaining life at the 
beginning ot the current year (1 October 2009) was 18 years. Cavern does not make an annual transfer from 
the revaluation reserve to retained earnings in respect otthe realisation of the revaluation surplus. Ignore 
deferred tax on the revaluation surplus. 

Plant and equipment includes an item of plant bought for $10 million on 1 October 2009 that will have a 
10-year life (using straight-line depreciation with no residual value). Production using this plant involves 
toxic chemicals which will cause decontamination costs to be incurred at the end of its life. The present 
value of these costs using a discount rate of 10% at 1 October 2009 was $4 million. Cavern has not provided 



No depreciation has yet been charged on any non-current asset for the year ended 30 September 201 0. All 
depreciation is charged to cost of sales. 

(iv) The investments in equity instruments held at 30 September 2010 had a fair value of $13.5 million. There 
were no acquisitions or disposals of these investments during the year ended 30 September 2010. Cavern 
made an irrevocable election at initial recognition of these instruments to recognise all changes in fair value 
through other comprehensive income. 

(v) A provision tor income tax for the year ended 30 September 2010 of $5.6 million is required. The balance on 
current tax represents the under/over provision of the tax liability for the year ended 30 September 2009. At 
30 September 2010 the tax base of Cavern's net assets was $1 5 million less than their carrying amounts. 
The movement on deferred tax should be taken to the income statement. The income tax rate of Cavern is 
25%. 

Required 

(a) Prepare the statement of comprehensive income for Cavern for the year ended 30 September 2010. 

(11 marks) 

(b) Prepare the statement of changes in equity tor Cavern tor the year ended 30 September 2010. (5 marks) 

(c) Prepare the statement of financial position of Cavern as at 30 September 201 0. (9 marks) 
Notes to the financial statements are not required. 

(Total = 25 marks) 
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Question 3 Hardy 



2010 


2009 


$'000 


$'000 


29,500 


36,000 


(25,500) 


(26,000) 


4,000 


10,000 


(1,050) 


(800) 


(4,900) 


(3,900) 


50 


200 



Hardy is a public listed manufacturing company. Its summarised financial statements for the year ended 
30 September 2010 (and 2009 comparatives) are: 

INCOME STATEMENTS FOR THE YEAR ENDED 30 SEPTEMBER: 



Revenue 

Cost of sales 

Gross profit 

Distribution costs 

Administrative expenses 

Investment income 

Finance costs (600 ) (500 ) 

Profit (loss) before taxation (2,500) 5,000 

Income tax (expense) relief 400 (1,500) 

Profit ( loss) f o r the yea r (2,100 ) 3,500 

STATEMENTS OF FINANCIAL POSITION AS AT 30 SEPTEMBER: 



Assets 

No n -current assets 

Property, plant and equipment 

Investments at fair value through profit or loss 

Current assets 

Inventory and work- in -progress 

Trade receivables 

Tax asset 

Bank 

Total assets 26,200 33,300 

Equity and liabilities 

Equity 

Equity shares of $1 each 13,000 12,000 

Share premium 1,000 ni 

Rouali latirtn rotoruo r I id ^fWl 





2010 




2009 


$'000 


S'000 


$-000 


$-000 




17,600 




24,500 




2,400 




4,000 




20,000 




28,500 


2,200 




1,900 




2,200 




2,800 




600 




ni 




1,200 


6,200 


100 


4,800 
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4,000 




5,000 




1,200 




700 


3,400 




2,800 




nil 


3,400 


1,800 


4,600 




26,200 




33,300 



Non-current liabilities 
Bank loan 
Deferred tax 

Current liabilities 
Trade payables 
Current tax payable 
Total equity and liabilities 

The following information has been obtained from the Chairman's Statement and the notes to the financial 
statements: 

'Market conditions during the year ended 30 September 2010 proved very challenging due largely to difficulties in 
the global economy as a result of a sharp recession which has led to steep falls in share prices and property values. 
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Hardy has not been immune from these effects and our properties have suffered impairment losses of $6 million in 
the year.' 

The excess of these losses over previous surpluses has led to a charge to cost of sales of $1 .5 million in addition to 
the normal depreciation charge. 

'Our portfolio of investments at fair value through profit or loss has been 'marked to market' {fair valued) resulting 
in a loss of $1.6 million (included in administrative expenses)/ 

There were no additions to or disposals of non-current assets during the year. 

'In response to the downturn the company has unfortunately had to make a number of employees redundant 
incurring severance costs of $1.3 million {included in cost of sales) and undertaken cost savings in advertising and 
other administrative expenses.' 

'The difficulty in the credit markets has meant that the finance cost of our variable rate bank loan has increased 
from 4.5% to 8%. In order to help cash flows, the company made a rights issue during the year and reduced the 
dividend per share by 50%.' 

'Despite the above events and associated costs, the Board believes the company's underlying performance has 
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Analyse and discuss the financial performance and position of Hardy as portrayed by the above financial statements 
and the additional information provided. 

Your analysis should be supported by profitability, liquidity and gearing and other appropriate ratios (up to 10 
marks available). 

(25 marks) 

Question 4 Tunshill 

(a) IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors contains guidance on the use of 
accounting policies and accounting estimates. 

Required 

Explain the basis on which the management of an entity must select its accounting policies and distinguish, 
with an example, between changes in accounting policies and changes in accounting estimates. (5 marks) 

(b) The directors of Tunshill are disappointed by the draft profit for the year ended 30 September 201 0. The 
company's assistant accountant has suggested two areas where she believes the reported profit may be 
improved: 

(i) A major item of plant that cost $20 million to purchase and install on 1 October 2007 is being 

depreciated on a straight-line basis over a five-year period (assuming no residual value). The plant is 
wearing well and at the beginning of the current year (1 October 2009) the production manager 
believed that the plant was likely to last eight years in total (i.e. from the date of its purchase). The 
assistant accountant has calculated that, based on an eight-year life {and no residual value) the 
accumulated depreciation of the plant at 30 September 2010 would be $7.5 million {$20 million/ 
8 years x 3). In the financial statements for the year ended 30 September 2009, the accumulated 
depreciation was $8 million ($20 mi 1 1 ion/5 years x 2). Therefore, by adopting an eight-year life, 
Tunshill can avoid a depreciation charge in the current year and instead credit $0.5 million ($8 million 
- $7.5 million) to the income statement in the current year to improve the reported profit. (5 marks) 

(ii) Most of Tunshill's competitors value their inventory using the average cost {AVCO) basis, whereas 
Tunshill uses the first in first out (FIFO) basis. The value of Tunshill's inventory at 30 September 
2010 (on the FIFO basis) is $20 million, however on the AVCO basis it would be valued at $18 million. 
By adopting the same method (AVCO) as its competitors, the assistant accountant says the company 
would improve its profit for the year ended 30 September 2010 by $2 million. Tunshill's inventory at 
30 September 2009 was reported as $15 million, however on the AVCO basis it would have been 
reported as $1 3.4 million. (5 marks) 
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Required 

Comment on the acceptability of the assistant accountant's suggestions and quantity how they would affect 
the financial statements it they were implemented under IFRS. Ignore taxation. 

Note: the mark allocation is shown against each of the two items above. 

(Total = 15 marks) 



Question 5 Manco 



Manco has been experiencing substantial losses at its furniture making operation which is treated as a separate 
operating segment. The company's year end is 30 September. At a meeting on 1 July 2010 the directors decided to 
close down the furniture making operation on 31 January 201 1 and then dispose of its no n -current assets on a 
piecemeal basis. Affected employees and customers were informed of the decision and a press announcement was 
made immediately after the meeting. The directors have obtained the following information in relation to the closure 
of the operation: 

(i) On 1 July 201 0, the factory had a carrying amount of $3.6 million and is expected to be sold for net 
proceeds of $5 million. On the same date the plant had a carrying amount of $2.8 million, but it is 
anticipated that it will only realise net proceeds of $500,000. 

(ii) Of the employees affected by the closure, the majority will be made redundant at cost of $750,000, the 

remainder will be retrained at a cost of $200,000 and given work in one of the company's other operations. 

(iii) Trading losses from 1 July to 30 September 2010 are expected to be $600,000 and from this date to the 
closure on 31 January 2011 a further $1 million of trading losses are expected. 

Required 

Explain how the decision to close the furniture making operation should be treated in Manco's financial statements 
for the years ending 30 September 2010 and 2011. Your answer should quantify the amounts involved. (10 marks) 
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A plan of attack 



What's the worst thing you could be doing right now if this was the actual exam paper? Sharpening your pencil? 
Wondering how to celebrate the end of the exam in about 3 hours time? Panicking, flapping and generally getting in 
a right old state? 

Well, they're all pretty bad, so turn back to the paper and let's sort out a plan of attack! 



you nave ritteen minutes ot reading time, bpena tnis loowng caretuny tnrougn tne questions ana deciding tne oraer 
in which you will attempt them. As a general rule you should attempt the questions that you find easiest first and 
leave the hardest until last. 

This paper has five compulsory questions. Therefore, you do not have to spend your 15 minutes reading time 
working out which questions to answer. So you can use it to read the paper and get some idea of what you need to 
do. At this stage you can make notes on the question paper but not in the answer book. So scribble down anything 
you feel you might otherwise forget. 

It's a good idea to just start with Question 1 . Once you have the consolidation question done, you will feel more 
relaxed. Question 1 will have lots ot information and you should read it a second time before you start. Get really 
clear about % shareholdings and dates on which they were acquired. Get the formats down and then proceed 
methodically with the workings. 

Question 2 is a single company accounts preparation question. This question does not have a lot of complications - 
a decontamination provision and a rights issue - but it does require a statement of comprehensive income, a 
statement of changes in equity and a statement of financial position. Set the formats out and then tackle the 
workings. Make it very clear to the marker which workings belong to which question and cross-reference them. 

Question 3 is on interpretation of financial statements. Make sure you take into account all of the information in the 
question. You should not have any trouble with the ratios, but you must be able to interpret them. 

Question 4 is a discussion and scenario question on accounting policies. In part (b) make sure you read the 
scenarios carefully. 

Question 5 is on a restructuring. Make sure you read the information carefully, especially the dates.. 

You've got spare time at the end of the exam 7 

If you have allocated your time properly then you shouldn't have lime on your hands at the end of the exam. But if 
you find yourself with five or ten minutes to spare, check over your work to make sure that there are no silly 
arithmetical errors. 

Forget about it! 

And don't worry if you found the paper difficult. More than likely other candidates will too. If this were the real thing 
you would need to forget the exam the minute you leave the exam hall and think about the next one. Or, it it's the 
last one, celebrate! 
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Question 1 Premier 



Text references. Chapters 9 and 10 

Top Tips. This is a consolidated statement of comprehensive income and statement of financial position with just a 
parent and subsidiary. It is always important to note dates. In this case the subsidiary was acquired during the 
year. There is a negative fair value adjustment to deal with, but otherwise just the usual adjustments. What is 
challenging in this question is having to prepare two statements in the time. This requires being very well 
organised, getting the formats down quickly and filling in the numbers as you go through the workings. 

Easy marks. There were plenty of marks here tor the standard workings - goodwill, property, plant and equipment, 
non-controlling interest. There were two easy marks for adjusting correctly for the share issue. 



Marking scheme 



Statement of comprehensive income: 

Revenue 

Cost of sales 

Distribution costs 

Administrative expenses 

Finance costs 

Income tax 

Other comprehensive income - gain on investments 

Other comprehensive income - gain on property 

Non-controlling interest- profit tor year 

Split of total comprehensive income 



Marks 

11* 

3 

Vt 

'•■■:■ 

'•■■: 

i 



Go DC will 

Investments in equity instruments 

Current assets 

Equity shares 

Share premium 

Revaluation surplus 

Other equity reserve 

Retained earnings 

Non-controlling interests 

6% loan notes 

Current liabilities 





3M 




1 




11* 




1 




1 




K 




1 
lift 




11* 


Maximum 


1 
16 


Maximum for question 


25 
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PREMIER 

CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME FOR THE YEAR ENDED 30 SEPTEMBER 2010 



Revenue (92,500 4 {45,000 x 4/12) - 4,000 (W8)) 

Cost ot sales (70,500 + (36,000 x 4/12) - 50{W7) - 4,000(W8) + 400 (W8) 



$'000 
103,500 
(78,850) 



Ad m in istrative expe nses (5, 500 + (2,400 x 4/1 2) (6 ,300) 

Finance costs (100 ) 

Prof it before tax 15,350 

I ncom e tax expense (3 ,900 + ( 1 ,500 x 4/1 2}} (4,400 ) 

Profit for the year 10,950 

Other comprehensive income 

Investments in equity instruments (W9) 300 

Gain on property revaluation 500 

Othe r com prehensive inco me tor the year 800 

Total comprehensive income for the year 11,750 

Prof it attributable to: 

Owners of the parent 10,760 

Non-controlling interests (W2) 190 

10,950 
Total comprehensive income attributable to: 

Owners of the parent 1 1 ,560 

Non-controlling interests (W2) 190 

11,750 

PREMIER 

CONSOLIDATED STATEMENT OF FINANCIAL POSITION AT 30 SEPTEMBER 201 

$'000 
Assets 

N on -current assets 

Property, plant and equipment (25,500 + 1 3,900 - 1 ,1 50 (W7)) 38,250 

Goodwill (W3) 9,300 

Investments in equity instruments (1 ,800 - 800 (W6) + 300 (W9)) 1,300 

48,850 

Current assets (1 2,500 + 2,400 - 400 (W8) - 350 (W8)) 14,150 

Total assets 63,000 

Equity and liabilities 

Equity attributable to owners of the parent 

Share capital (12,000 + 2,400 (W6)) 14,400 

Share premium (W6) 9,600 

Retai n ed ea rn i ngs (W4) 1 3,060 

Revaluation surplus 2,000 

Other components of equity (500 + 300 (W9)) 800 

39,860 

N on -controlling interests (W5) 3,690 

Total equity 43,550 



b^ loan notes 








■3.UW 


Current liabilities (10,000 + 6,800 - 350 (W8)) 

Total liabilities 

Total equity and liabilities 








16,450 
19,450 
63,000 
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Workings 










1 Group structure 










Premier 
1.6.10 i 
(4m before year end) 80% 
Sanford 










2 Non-controlling interests (SOCI) 










Per question (3,900x4/12) 

FV movement (W7) 

Provision tor unrealised profit (W8) 


Fix 


if It for year 
$'000 
1,300 
50 
(400) 


Total compreh 


ensive income 

$'000 

1,300 

50 

(400) 

950 

190 


NCI x 20% 


950 
190 


3 Goodwill 










Consideration transferred (W6) 

PV of non-controlling interests (5m x 20% x 

Less FV of net assets at acquisition: 

Share capital 

Retained earnings (4,500 - (3,900 x 4/12)) 

Fair value adjustments (W7) 


$3.50) 




$'000 

5,000 
3,200 
(1.200) 


$-000 

12,800 

3,500 

f7.0001 





4 


Retained earnings 












Per question 

FV movement (W7) 

Provision for unrealised profit (W8) 

Pre-acquisition (W3) 

Group share (950x80%) 


Premier 
$-000 
12,300 

760 

13,060 


Sanford 
$'000 
4,500 
50 
(400) 
(3,200) 
950 




b 


Non-controlling interests (SOFP) 

NCI at acquisition (W3) 

NCI share ot post-acquisition retained earnings (950 (W4) i 


$'000 

3,500 

< 20%) 190 

3,690 






6 


Purchase of Sanford 












1.6.10 Dr 
Not recorded Cr 
Not recorded Cr 
Recorded Cr 


Cost of Santord 
Share capital 
Share premium 
Loan notes 


(balancing figure) 
(5mx80%x3/5x$1) 
(5mx80%x3/5x$4) 
(5mx8O%/5O0x$10O) 


$'000 
12,800 
2,400 

9,600 
800 


- 
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UmuiM 




/ 


Fair value adjustment 


Acquisition 


Movement 


Year end 



Property (1,200) 50 (1,150) 

Intragroup trading 

$'000 $'000 

{ 1 ) Cancel intragroup saJes/purchases 

DEB I T Group revenue ( 1 ,000 x 4) 4 ,000 

CREDIT Group cost of sales 4,000 

(2) Eliminate unrealised profit 

DEBIT Cost of sales/retained earnings (2,000 x 25/1 25) 400 

CREDIT Group inventories 400 

(3) Cancel Intragroup balances 

DEBIT Group payables 350 

CRE D IT G ro u p rece ivable s 350 

Investments in equity instruments (revaluation) 

$'000 $'000 

DEBIT Investments in equity instruments 300 

CREDIT Other comprehensive income 300 



Question 2 Cavern 



Text references. Chapters 3, 13, 14 and 17 

Top tips. As always with these questions, get the formats down first and then work down the trial balance, taking all 
the numbers either to the financial statements orto workings. The issues in this question are the dividend 
payments, a decontamination provision and a loan note at amortised cost None of these were very difficult. What 
needed to be done in this question was to get all three statements done. To do this, you need to start with all three 
pro-tormas and till in as much straightforward information as possible before starting on the more complex 
workings. 

Easy marks. A total of four marks were available for income tax. All of these marks could be derived from one fairly 
simple working. This just required reading the information carefully and seeing that the deferred tax provision 
needed to be reduced. ^ marks were available for figures that just needed to be lifted from the TB. Make sure that 
your workings are very clear so that you get credit for whatever you have done correctly. 



Marking scheme 



Marks 

(a) Statement of comprehensive income: 



LHstriDinion COSTS 




Yl 


™ 


Administrative expenses 




1 


Investment income 




to 




Finance costs 




2Vt 




Income tax expense 




2 




Loss on investments in equity instruments 




tt 




Gain on revaluation of land and buildings 




11 




fu; 
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(b) Statement of changes in equity: 






\ 


Balances b/f 




1 




Rights issue 




1 




Dividends 




1 




Loss on investments in equity instruments 




H 




Revaluation gain 




Yi 




Profit tor year 




1 
5 




(c) Statement of financial position: 






Property, plant and equipment 




Vh 




Investments in equity instruments 




ft 




Inventory 




Vt 




Trade receivables 




Vi 




Contamination provision 




1 




8% loan note 




1 




Deferred tax 




1 




Trade payables 




« 




Bank overdraft 




to 




Current tax payable 




1 

g 

25 






Maximum for question 
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$000 



Revenue 








182,500 


Cost of sales (W1) 








137,400 


Gross profit 








45,100 


Distribution costs (W1) 








(8,500) 


Administrative expenses (W1) 








(6,500) 


Investment income 








700 


Finance costs (W4) 








(3760) 


Profit before tax 








27,040 


Income tax expense (W6) 








(6,250) 
20,790 


Other comprehensive income: 










Loss on investments in equity instruments (1 


5,800-13,500) 




(2.300) 


Gain on revaluation of property (W2) 






800 


Total other comprehensive loss for 


the year 






(1,500) 


Total comprehensive income forth 


eyear 






19,290 


CAVERN - STATEMENT OF CHANGES IN EQUITY FOR THE YEAR ENDED 30 SEPTEMBER 2010 










Other 




Share 


Share 


Retained Revaluation 


equity 




capital 


premium 


earnings surplus 


reserve Total 




$'000 


$'000 


$'000 $"000 


$'000 $'000 


Balance at 1 October 2009 


40,000 


- 


12,100 7,000 


3,000 62,100 


Share issue (W7) 


10,000 


11,000 




21,000 


Dividends (W3) 






(18,500) 


(18,500) 


Total comprehensive income 


- 


- 


20,790 800 
14,390 7,800 


(2,300) 19,290 




50,000 


r.ooo 


700 83,890 
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Assets 

N on -current assets 

Property, plant and equipment (W2) 

Investments in equity instruments 

Current assets 
Inventory 
Trade receivables 

Total assets 

Equity and liabilities 

Equity 

Share capital 

Share premium 

Revaluation surplus 

Other equity reserve (3,000- (15,800-13,500 (OCI)) 

Retained earnings 

Non-current liabilities 

8% loan note (W5) 

Decontamination provision (4,000 + 400 (W4)) 

Deferred tax (W6) 

Current liabilities 
Trade payables 
Bank overdraft 
Income tax payable 

Total equity and liabilities 

Workings 

1 Expenses 



Per question 

Depreciation - buildings (W2) 
Plant (1 ,400 + 5,500 (W2)) 
Dividends (W3) 



19,800 
29,000 



31 ,260 
4,400 
3,750 



21 ,700 
4,600 
5,600 



S'000 



92,900 

13,500 

106,400 



4 8. BOO 
155.200 



50,000 
11,000 
7,800 
700 
14,390 
B3.B90 



39,410 



31,900 

155,200 



Cost of sales 


Distribution costs 


Administrative expenses 


$ H 0O0 


$'000 


$'000 


128,500 


8,500 


25,000 


2,000 






6,900 






- 


- 


(18,500) 


137,400 


8,500 


6,500 



$'000 $'000 S'OOO 

Cost/valuation b/d 43,000 67,400 110,400 

Accumulated depreciation b/d (13,400 ) (13,400 ) 







54,000 


97,000 


Capitalisation of provision 




4,000 


4,000 






58,000 


101,000 


Depreciation - buildings (36,000/1 8 yrs) 


(2,000) 




(2,000) 


new plant (10,000 + 4, 000)/10 




(1,400) 


(1,400) 


existing plant (58,000-14,000) x 12.5% 




(5,500) 


(5,500) 


Revaluation 


800 
41,800 


- 


800 




51,100 


92,900 



lium Mini 
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Dividends 

$'000 

30 November 2009 $40m x 5 (20c shares) x 3c 6,000 

31 May 201 $50m x 5 x 5c _12,500 

18,500 

Finance costs 

$-000 
Per draft 300 

Unwinding of discount on provision (4,000 x 10%) 400 

Loan note interest (30,600 x 10%) 3.06O 



3.760 



Loan note 



$'000 
Per draft 30,600 

Interest (W4) 3,060 

Less interest paid (per draft) J2 ! 400) 

Ralanra af 3fl _CLor\tonihar 9fl1 A 31 ,260 



Underprovided in prior year 

Reduction in deferred tax 

Charge for the year 

Total to statement of comprehensive income 

Deferred tax: 

Balance per draft 

Balance at 30 September 201 ($1 5m x 25%) 

Reduction in provision 

Share issue 



Balance at 30 September 201 (250 shares) 
Effect of rights issue (50,000 shares): 
Share capital (50,000 x 20c) 
Share premium (50,000 x 22c) 
Balance at 1 October 2009 



$"000 
900 




(2o0) 
5,600 

6,250 




4,000 
(3,750) 
(250) 




Share capital 

$"000 

50,000 


Share premium 

$'000 

11,000 


(10,000) 


(11,000) 


40,000 


- 
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Question 3 Hardy 



Text references Chapters 19 and 20 

Top tips The question tells you that up to 10 marks are available for the ratios, so you can spend up to 18 minutes 
calculating them - but no more. Put the ratios in a separate section and then they are easy to refer to and compare. 
The remaining 1 5 marks are available for analysis - which means getting behind the ratios, to see why they have 
gone up or down. You have been specifically told about the one-off costs, so you must look at the significance of 
these and consider the effect they will have had on the ratios. If these were discounted, how would the underlying 
trading position look? The question asks for profitability, liquidity and gearing ratios, so it is a good idea to 
structure your analysis under these headings. 

Easy marks The question allows 1 marks for ratios and the remaining 1 5 allocated as one mark per valid point. 
You should have been able to get most of the marks for the ratios, as long as you adjusted them, where 
appropriate, for the exceptional costs. This leaves the other 1 5 marks. Go through the ratios under each heading 
and look at the financial statements. You should be able to make enough valid points to pass this question 



Marking scheme 



Marks 



Comments - 1 mark per valid point up to 15 

A good answer must consider the effects of the one-off costs 

Ratios- up to JO 

25 



Hardy's revenue has declined by 1 8% and its gross profit by 60%. This alone paints the picture of a very 
challenging trading environment. The results are worsened by the $1 .6 charged to administrative expenses for loss 
on investments, which contributes to a net loss of $2.1 m, down from a net profit of $3. 5m in 2009. 

However, it is important to note that cost ot sales in 201 has had to bear $1 .5m for impairment losses and $1 .3m 
for restructuring expenses. These are exceptional costs and, like the loss on investments, serve to obscure the 
picture given by the trading results. 

If we were to adjust for these amounts the gross profit for 201 would be $6.8m {4 + 1.5 + 1 .3) and the net profit 
would be $2.3m {(2.1) + 1.5 + 1 .3 + 1.6). These results would be more comparable to the 2009 results and would 
therefore reflect profits lost due to the trading downturn. 



i-iaray s gross prom percentage is i3.t>%, comparea to z/.rh in zuua. However, it we were to take me aoiustea 
profit of $6.8m the gross profit percentage would be 23%. The same effect can be seen on the net profit 
percentage. The net loss of $2.1 gives a net profit percentage of -7.1%, set against 9.7% for 2009. The adjusted 
net profit gives a net profit of 7.8%. So it is clear that profit is down, but actual trading profit has not fallen as far 
as may at first appear. 

The one-off losses which have reduced Hardy's net profit have also reduced equity, thereby favourably affecting the 
ROE. Although the ROE based on reported figures is negative, ROE based on the underlying profits is only 2% 
below the figure for 2009. 

Working capital 

Hardy's receivables days have not changed significantly, but payables days (calculated using cost of sales as we 
can not calculate purchases for 2009) have increased from 39 to 49 days. If we adjust cost of sales for property 
losses and severance costs the underlying payables days show up as 55 days. This would appear to be a deliberate 
policy rather than an inability to pay, as Hardy has cash available. There may be trouble in the future with suppliers 

P _J__ Mo ek Exam 3: answsrs 
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if this is not addressed. The inventory holding period has risen by 4 days, 8 days based on underlying costs of 
sales. This could be due to raw materials price rises, which would partly account for the 'real terms' fall of nearly 
5% in the gross profit percentage. 

Liquidity 

Despite the downturn in trading, Hardy's liquidity position has improved. Both the current and quick ratios have 
improved. This is partly due to the tax repayment situation and partly due to an improvement in cash balances. 
The actual cash in the bank has increased by $1 .1m, attributable to the $2m proceeds of the rights issue, which has 
also allowed the company to repay part of the bank loan. As the interest rate has climbed so steeply, it is important 
to reduce the loan as much as possible. The losses on property and investments in 2010 have not had cash 
consequences, which is fortunate for Hardy, bearing in mind that liquidity problems lead to more company failures 
than lack of profitability. Looking at the retained earnings we can see that the company paid a dividend of $800,000. 
According to the Chairman's statement this is 50% of the dividend per share paid the previous year, but since the 
rights issue Hardy has 1m more shares on which the dividend has to be paid. The directors may have decided that 
it was important to continue to pay the dividend, even at a reduced rate, in order to maintain shareholder 



Gearing has increased in 2010, but only by 1%. This outcome has been achieved by paying off $1m of the loan and 
by the rights issue. Keeping gearing under control will make it more possible for Hardy to obtain further loan 
finance in the future, although given the movement on interest rates it will probably prefer to avoid this. 

Conclusion 

Hardy's results are not as bad as they appear at first glance. A more detailed analysis generally bears out the 
Chairman's comments. They have been affected by the global economic downturn, but they are still trading 
profitably and liquidity is being maintained. 

Appendix 

Gross profit % 

Net profit % 

ROE 

Asset turnover 
Current ratio 
Quick ratio 
Gearing ratio 
Receivables days 
Payables days 

Inventory days 



4,000/29,500; 10,000/36,000 

6,600/29,500 

(2,100)/29,500; 3,500/36,000 

2,300/29,500 

{2,1 00)/1 7.600; 3,500/23,000 

2,300/17,600 

29,500/1 7,600; 36,000/23,000 

6,200/3,400 ; 4,800/4,600 

4,000/3,400; 2,900/4,600 

4,000/17,600;5,000/23,000 

2,200/29,500 x 365 

3,400725,500 x 365 

3,400/22,700 x 365 

2,200/25,500 x 365 

2,200/22,700 x 365 





2010 




2010 


adjusted 


2009 


13.5% 


23% 


27.7% 


(7.1}% 


7.8% 


9./%, 


(11.9)% 


13.1% 


15.2% 


1.67 times 




1.6 times 


1.8:1 




1.04:1 


1.2:1 




0.6:1 


22.7% 




21.7% 


2/ days 




28 days 


49 days 


55 days 


39 days 


31 days 


35 days 


27 days 
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Question 4 Tunshill 



Text references Chapters 1 , 4 and 1 2 

Top tips Part (a) is tor 5 marks, so yo j can work out that more than two sentences are required. Reading the rest 
of the question would have helped you to think about part (a) and so would considering the Framework principles. 

Easy marks Part (b) was realty quite easy, as long as you knew the difference between an accounting policy and an 
accounting estimate. Always work the numbers out carefully on paper, then if you make a mistake the marker can 
see what you were doing. 



Marking scheme 



(a) 1 mark per valid point 

(b)(i) Recognise as a change in accounting estimate 
Appears an acceptable basis for change 

Correct method is to allocate carrying amount over new remaining life 
Depreciation for current year should be $2million 
Carrying amount at 30 September 201 is $10 million 



(b)(ii) Proposed change is probably not for a valid reason 
Change would cause decrease (not increase) in profit 
Changes in policy should be applied retrospectively 
Decrease in year to 30 September 201 is $400,000 
Retained earnings restated by $1.6 million 



Marks 

5 

1 
1 

1 

1 

± 
b 

1 

1 

1 

1 

_1 

_5 

15 



IAS 8 Accounting policies, changes in accounting estimates and errors requires an entity to determine the 



judgement in applying an accounting policy which will result in information which is relevant and reliable. 
In this they should consider the requirements and guidance in IFRSs dealing with similar and related issues 
and also the Framework definitions, recognition criteria and measurement concepts for assets, liabilities, 
income and expenses. 

Accounting policies are the specific principles, bases and rules applied in measuring and presenting 
financial information. Changes of accounting policy are not very common. One example would be a 
change from the FIFO method of valuing inventory to the weighted average method - this is a change in the 
basis of valuation. 

A change of accounting estimate is a change in the way in which these principles and bases are applied 
which leads to an adjustment to any of the elements identified by the Framework- assets, liabilities, income 
or expenses. One example would be a change from the straight line method of depreciation to the reducing 
balance method. In this case the accounting policy is that non-current assets are carried at cost less 
accumulated depreciation, the accounting estimate is how that depreciation is calculated. 

(b) (i) As the plant is wearing well and the production manager now estimates its total life to be eight years, 
it is reasonable to adjust its remaining life. However, the adjustment proposed by the assistant 
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accountant is incorrect. This is a change in accounting estimate and is not applied retrospectively. 
At 1 October 2009 the remaining life of the plant will be six years - the new estimated life of eight 
year less the two years which have elapsed. 

The correct adjustment will be calculated as follows: 

$m 
Original cost 1 October 2007 20 

Two years depreciation ((20/5) x 2) JS) 

Carrying amount at 1 October 2009 12 

Depreciation to 30 September 201 (1 2/6} J2) 

Carrying amount at 30 September 201 JI0 

There will be no credit to profit or loss for the year and depreciation will continue to be charged, but 



[Dj \ 1 1) it idoks nere as it tn is cnange is Demg proposed simply in order to increase reported prom, ratner 
than to make the financial information more relevant and reliable. However, it most of Tunshill's 
competitors are using AVCO this suggests that AVCO is the method generally used in the industry, so 
it may actually be a more appropriate method. 

However the assistant accountant is mistaken to suppose that moving from closing inventory ot 
$20 m under FIFO to closing inventory of $1 8m under AVCO will increase profits by $2m. It will 
actually reduce profits by increasing cost ot sales. In any case, this cannot be done simply as an 
adjustment to the current year. This is a change of accounting policy and has to be applied 
retrospectively. 

The effect ot the adjustment will be as follows: 





FIFO 


AVCO 


Current year profit 


Retained earnings 




$m 


$m 


$m 


$m 


Year to 30 September 2009 


15 


13.4 


ill) 


(1.6) 


B/f 1 October 2009 






1.6 


1.6 


Year to 30 September 201 


20 


J B 


2.0) 


M) 


At 30 September 2010 






(0.4) 


m 



The net effect at 30 September 2010 of this proposal will be to reduce current year profits by 
$400,000 and to reduce retained earnings by $2m. 



Question 5 Manco 



T«tl references Chapters 7 and 13 

Top lips This question required you to look at a situation in terms of both a restructuring and a discontinued 
operation. If you found it a bit off-putting it would be best to pick out the bits you knew how to deal with. For 
instance you could state that the press announcement made the decision to restructure irrevocable. You probably 
knew that the provision would cover the redundancy but not the retraining and you could allocate the trading losses 
to the correct years. 

Easy marks Any easy marks on this question would be the ones above, plus noting the impairment loss on the 
plant. 



Marking scheme 



Marks 

Closure is a restructuring event under IAS 37 1 

It is an obligating event in year ended 30 September 201 1 
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Provide for impairment ot plant 1 

Cannot recognise gain on property until sold 1 

Provide tor redundancy in year ended 30 September 201 1 

Cannot provide for retraining costs in current year 1 

Inclusion ot trading losses in correct periods 2 

Consider if and when should be treated as discontinued operation _2 

10 



The actions taken by Manco have resulted in a constructive obligation to restructure as set out in IAS 37 
Provisions, contingent liabilities and contingent assets. It has produced a formal plan and communicated it to 
those affected (employees and customers), thereby raising a valid expectation that the restructuring will be carried 
out. It will therefore be correct to make a provision in the financial statements for the year ended 30 September 
2010 for the costs of the restructuring. 

As a separate business segment is being closed down, this will be a discontinued operation. As they are due to be 
sold six months from the date of the closure announcement, the factory and plant could be classified as held for 
sale at 30 September 201 0. It Manco intends to continue using them and does not classify them as held for sale, 
they will continue to be depreciated up to 31 January 201 1 . In this case the closure will not be treated as a 
discontinued operation at 30 September 2010, but will be reported as such in the year to 30 September 2011 
when the assets are sold. 

Year to 30 S eptember 2010 

A restructuring provision should be recognised for $750,000, being the cost of redundancies. 

The $600,000 trading losses will be included in profit or loss for the year. 

The factory will be subject to the normal depreciation charge. 

The plant should be written down to its recoverable amount, which will be $500,000. 

Year to 30 September 2011 

The redundancies will take place and the costs will be offset against the provision. 

The final $1m of trading losses will be treated as the results of a discontinued operation and shown in one figure on 



The retraining costs of $200,000 will be accounted for as part of continuing operations. 
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ACCA examiner's answers: 
June and December 201 papers 
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Fundamentab Level - Skills Module, Paper F7 (INT) 
financial Reporting (International} 

1 (a) Consolidated statement of financial position of Ficant as at -31 March 20 10 



Assets 

Non-current assets: 

Property, plant and equipment (37,500 + 24,500 + 2.000 - 100) 

Goodwil (16.000 - 3.800 (w (i))) 

Invesfner." r associate (w (iii) 

Current assets 

Inventory {10.000 + 9.000 + 1,800 GIT -€00 URP (w (Hi})) 

Trade receivables (6,600 + 1,500 - 3.400 iitra-group (w (Hi))) 

Tata as.sets 

Equity and liabilities 

Equity attributable to owners of the parent 

Equity shares of $1 each 

Share premium 
Regained earr ngs (v* (w)) 

Non-controlling irterest (w '|v|) 

lata equity 

No- current liab ties 

? n ± loan notes 14,533 • 2.003) 

Cur'ent liab li':; 

Cont rgenl ::n:. de r a!ion 

Other current labilities (8,300 + 7,500 - 1,600 intra-giwjp (w (Hi))) 

Total equity and liabiiilies 

Wont ng= (figures in b'acats are r 5'COO) 

fh Cmiutnli in Raivtor 



S'300 
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$'000 



53 930 

1 2 2 30 

13 JOG 





89 330 


23 230 
: &3C 


24 830 




114,100 


L 9,803 
2 7 E.3C 


25 03C 
47 330 




72 330 
8,400 




S3 73C 




16 530 


2,733 
11,200 


16 330 




114,100 





Shara exciarge l&.CCO ;< ?5^ * 3.."2 x £3-23: 28,800 
Contingent consideration J ." 30 
Nor conrclling intecEst (8 330 >; 2 5' < i J -50) 9 03 C 






42,000 

Eqjiiy sha-K 8.033 
Pre-acqijsiiiwi reserves: 

At 1 April 2O09 15,500 
-air va je adjustments \aZ\D-- 2,030 

- software (see below) (500) (26.000) 






Goodwill arising on acqiisitiDfi 1 6 030 






Goodwill is impaired by 53 -S million and therefore has a carrying amount at 31 March 2010 of $12-2 milfon. The 
goodwill impairment is charged against Sander's retainad earr rgs !see working (iv)), thus ensurirg it is a :ca:2d aetrteei 
the controlling and non-oontrollng interests in proportion Id their share ownership in Sander. 






Tha efec: ot -.ha soltwaTr having, ro recovarabe am:uni is nat its wriE-olf in the post-acquisition period shculd ne 
treated as a fair value adjustment at the dale of acquisition fo' consolidation purposes. The consequent effect is that this 

w; 1 increase tie past-acquisitior profit for conso dation pjrposas by $500,000. 






Di) Carrying amount of Adler at 31 March 2010 






rocD 

Cash ccnsideration (5 ,000 x 40% x $4) S Q 30 

?% ban rotes (5 03C >: £0S >; 5103/cO) i 03C 
Share of post-acquis lion profits. (6,033 :«. 6/12 :«. £0%) 1,200 






13.200 




e>' 


ACCA examiner's answm: June 2010 exam 


■ 


|EU**CMITU 




l 




lii\ rrvuV in lr 5 i-H-i» snH iiistuKuH nmfit fl IDP^ 





Picar.l's profit, £3-4 rr on is deducted ion :ra:o receivabes anc SIS mill or (3 43 G 1,803) is deducted irarn irade 
payables (ether current liabilities). 

(ivi Consolidated rate rod earnings 

S'COO 
-'car:';, retamec earnings 27.200 

Sander's post-acquisition kisses (2,400 x 7&% see below) ( 1 SCO : 

Gain from reduction of contingent consideratiai [4,200- 2,700 see below) ; SCO 

:_R- in rveitory (w ', iJJ (GGO| 

Ad o- s posvacquslicn p-oiils 13.C0J :«. 6/12 :« 4C"k,j 1.200 

27.500 

The adjustment to the provision for contingent consideration due to avails occurring after the acoju sition is reported in 
income [goodwill is not recalculated). 

Post acqj sitcn adjusted losses ol Sande' ar& 

Prcrirl as T=pcrtec ] CCO 

Add oac<; write oft software (treated as a pre-acquishiori Fair '/a je adjustrreit) CCO 

Additional depreciation on factory (1 00} 

Goodwill written off (w [i)} ( : 3 G I : 

72400} 



(m) Won-O'OntTD rg interest 

Fair value on acquisition (w (i)) C CCO 

Post-acquisition kisses (2,400 x 25% (w (iv))) (GCO: 

8.400 



(bl Although the connect behind In-: p r eoa r aticn :l consol datac f natc al state-nents s to real al the members oi the g r ojp as f 
they were a single economic entity, it rrust te underload tnal the egal pes. lien is that each -nam bar is a separata egal emits' 
and therefore the group itself does not oast as a separate legal entity. This focuses on a criticism of group financial statements 
in that they aggregate 1ha assets- and liabi ties cr all :ha merroers of :ha grcup. This can give the impression that all of the 
grojp's assets ftDL d te available to discharge all of the group's liabilities. Tiis is net the case. 

Appling this to Ihe stoat on i tie qLesticn, it would rrean :hat any liability of Trilb*' to Picant waiti net ba a liabilic?' cr' any 
other member of the Tradhat group. Thus the fact that the consoidated statement of financial position of Tradhat shows a strong 
position with healthy liquidity is not necessarily of any reassurance to Picant Any decision on granting credit to Trilby must te 

based en Tdloy'scwn (entry ) fiarcal statements !whxn Picant shoLd obta i\. no: the grcup f rare al statements. The other 
possibility, which would lake advantage of the strength of Ihe group's statement of financial position, is that Ream could ash 

Traciat I it would act as- a gjarartcr to Trilby's (potent all ab lily to Picant. I n tiis case Tradial would be I abe for the deot to 
Picant in the event of a default by Trilby. 

2 (a) Dune - Income statement fcr the rear ended 31 March 2010 

S'000 
Revenue (400.000 - 8.000 + 12.000 (w (i} and (ii))) 4G4.COO 

Cos: of sales |w ;i )! (315,700} 

Gross prafit 88.303 

Distjibmicn ocsfs (2G ICO! 

Administrative expenses (34.200 - 500 loan note issue casts) (33 ?G0| 

Investment income 1 ,200 

Profit (gain) on investments at fair value through prafit or loss (28.000 - 26.500) ] SCO 

Finance costs (200 + 1,950 (w (iv))) (2,150} 

Profit before tax 28,7=0 

rcomE ta< experse (32 CCO 1 ICO 1 SCO (w (v)!! (8 SCO: 

Profit for the year 19,980 
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(b) Dune - Statement of financial position as at 31 March 2010 

Assets 

Noi-current asse:s 

Property, plant ard equipment (w (vi)) 

InvEstiier.s at la ■ tfaluE through fir;' : or Idss 

Current assets 

Inventory 

Constnxlion contract - amounts due Finn customer (w (ii)) 

Trade receivables [40,700 - 8,000 (w (i)}} 

Noi-current asseis held ; :r sae (w (i :i 

Tata assets 

Equity aid abilities 

Equity 

Equity shares ol $1 each 

Retained earnings (3S.40O + 19,950 - 10,000 dividend paid} 

Non-current liabBties 

Deferred tax (w (v)) 

5% loan notes (201 2) [w <"w}} 

Current liabilities 

T'ade pa yah I es 
Gar-: ward raft 
Accrued loan rate interest (w Civ)) 

Cure-it tax payable 

Total equity and liabiMes 



S ! O0C 



J'OCD 



•lb 4DC 
2B ODC 





74,400 


48.O0C 
13 4DC 
32,700 


94 LOG 




]3 L.JC 




202,000 




50 ODC 
48,350 




108,350 


: ?oc 

?} 45C 


? : 55C 


52 ODC 

: 5DC 

5DC 




1 ? ODC 


69,000 



202 ODC 



IN) 



This appeals id be a 'cut off 1 error in thai Dune has invoiced goods that are still in inventory. The required adjustments 
Co remove the sale of £8 Trillion [6,000 x 100/75) from revenue and trade receivables. No adjustment is required Id cost 

oi sa'es <:•■ dosing inventwy. 

Corstuct :n conract: 



I V'liini! :ncE 
Cos's •: da-E 
Cos's :: csmplEte 
Plant (12.000 -3.000) 

fatal esiima'Ed profit 

Amounts For inclusion in the income statement for Ihe year ended 31 March 2010 

RevsrjefiO.CCOa VJ%) 
Cos: ol e^Ies Ibalarce) 

Grass, profit (S DCC >: i0\: 

Amounts far inclusion in the statement of financial position as at 31 March 2010 
Cost to date - materials, labour and other direct casts 
Plant depreciation ((12.000 - 3,000) x E/18) 

-r:f: datE 

Payments r :■ : •: i v .:-d 

Arrai its eke f r om cjstorne 



$'000 

B ODG 

1 l. ODC 

3 ODD 



t'OOO 

4D ODC 



:32,ODDj 
8,000 

L2.0DC 
ID.oDD) 

2 -i DC 



B ODC 
3,000 

II ODC 
2,400 

13,400 
(nil ) 

1 : ; i DC 



1m— Miiii 
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(Hi) Cost of sales 

Ftr quest or 

Construction contract (w (ii}) 

CezrEcialicn of leasehold property (see bElcw) 

Impairment oi leasehold property (see below) 

Depreciation of plant and equipment ([67,600 - 23,500) x 15%) 



m 



S'COO 
294 GCO 

S 600 

1,500 
4.000 
6.600 

31SJ00 



ThE easehalc srcciErty r i„s: be classed -a;- a n:n :_->:nl asse: raid ; :r shIe f r om 1 Cttobe' 2CO-3 at it: fair value less 
casts to sel. It must be dap'eciated for six months up to this dale (alter wtiicfi depreciation ceases). This is calculated 
at 5 ] -5 million (45,000/1 5 years x 6/1 2). Its carrying amount at 1 October 2009 is therefore 537-5 million (45.000 - 
(6.000 + 1.500)}. 

Its fair value less cost Id sell at this date is $33-5 million [{40.000 x £5%) - 500). It is therefore impaired by $4 milion 
(37.500-33,500). 

ThE finance ccst erf thE Irar ncta, a" thE Effective rate of 10% appl'ed to the coned caTying a-noun' of tie loan note cf 
I.L9-B million s, 51-95 milion (the issue costs must be deducted Emm thE proceeds of the loan note; they are not an 
administrative expense). The interest actually paid is $600,000 (20,000 x 5% x 6fl2); however, a further $500,000 
needs to be accrued as a current liability (as it will be paid soon). The difference between the total finance cost of 
$1 -95 mflkm and the $ 1 million interest payable is added to the carrying amount of Ihe loan note to ghre $20-45 milion 
(19, BOD * 953 j "':r n: jsioi as a lon-cjrrer" 'ability in ±2 slate-nanl cf financia posit ;n. 



I,v) Debarred \at 

Provrsior rsc ; L -ed at 31 Marcn 2010 (14,000 x 30%) 
Provision at 1 April 2009 

Credit (reduction in provision) to income statement 

(vi) Property, plant and equipment 

Proixrty, plant and equipmEnt (67 ,5C0 - 23 .500 h SCO: 
Construction plant [12,000 - 3,000) 



•i 2CO 
(6,000} 

1,800 



37 iCO 
9,000 

it iCO 



3 (a) (i) Deltoid - Statement of cash flows for Ihe year ended 31 March 2010: 

:"'.:io: figures " b"ac«ts are r 5'0CO) 

Cash fows ir:n iiperat ig ac:ivit as: 
Less bEforetaK 
Adjjstrrenls for: 

depreciation cr' ncn-curent assets 

bss or sale of leasehold property (S.S3G 2C0 - B.50C) 

inlETESt experse 

increase in inventory (12,500 - 4,600) 

in:reasa i fadE recaivanlES (4,tOD 2,003) 

in:reasa i fadE payablES 14,700 4,200) 

Cast- defici- irorn ^perat or? 

InlETESt paic 

Income tax paid (w (i}) 

Met cash deficit from operating activities 

Cash flows lr:n investing act v ties 

Cispraa di leasehold prcpsrfy 

Cash flows from financing activities-: 

Shares issued ( 10.000 - 8.000 - 800 bonus issue) 

Pay-nanl of linancE lEase cbligalicns (w ; )| 
Equity : v deids paid ',;•: : )', 



i'ODO 



1,200 

i2 1 cm 

I7CC) 



S'OOO 

(] SCO! 

3,700 

103 

1.000 

(7 9C0! 

(2 5C0| 

500 

(6.900} 
(1,000} 
(1,900} 

(9,800} 

a sec 



"»■ ■"■■" *"" =|ui™i="» ■» "B'« ■" "b «" K=i"~ 


*■"**** 




Cash ard cash equivalents at end ol pro:: 


(1,400} 
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LiMwcJkon 


Warnings 






(i) Inoome tax paid: 


j'OOD 




Prevision h/f - current 


12.500) 




- deferred 


1800) 




r:::no sta'Emeit tax 'E .:- ; 


70C 




Pm jior :; ,; cureit 


C900) 




- deferred 


1,200 




C flerEr>:-a cash paid 


(1,900) 




(ii) Leased plant: 






Balance b.'f 


2 530 




Depreciaflim 


(1,800) 




Leased dur ig year (balance) 


5 SOC 




3s arce c/l 


6,500 




LeasE ^bligalicns: 






Balarce h/f - current 


:soo:i 




- non-cL-rrent 


12.0031 




New leases dram above) 


(5,8031 




Balance of - current 


1 70G 




-non-current 


: soc 




C flE(Er>:a "Ecaynenl during year 


12,100) 





bass far pared 11,100) 

Dividends paid balance) {700) 

Retained Eanings c f 4,500 

(ii) The main concerns of a ban provider would be whether Deltoid would be able Id pay the servicing costs (interest] of the 
loan and lhe eventual repayment of the pincipal arraunt Am tier important aspect of granting 1he loan would be the 
availability of any security mat Deltoid can offer. 

Interest cover is a useful measure of lhe risk of non-payment of interest. Deltoid's interest cover has fallen from a fiealthy 
15 times {9,000/600) to be negative in 2010. Although interest cover is useful, it is based on profit whereas interest is 
actually paid in cash. It is usual to expect interest payments to be covered fay operating cash Hows (Aba bad sign when 
interest has to be paid from tang-term sources of funding such as frcrr tie sae of ncn-curent assets or a sha r e issLe). 
Deltoid's :osi"icn i i th s light s ven,' wry ig; there is a cash deicit tram ope'atiens or S6-9 million and altar interest and 
tax payments the deficit has risen to $9-8 mifion. 

When looking at lhe prospect of the abCty to repay the ban. Delta-ids position is deteriorating as measured by its gearing 
(debt including finance lease obligations/equity) which has increased to &b% (5,000 + 6.500717.700) front 43% 
(5,000 + 2 .800/1 8,300). What may aba be indicative of a deteriorating liquidity position is that Deltoid has sold its 
leasehold prccertv and rentad it :ac-;. This has been t'EatEd as a dsposa , bd, defending on the lengti ol the renal 
agreement and other conditions of the tenancy agreement (which are not specified in the question} it may be thai the 
substance o- the sale is , ; _ loan finance leaseback (e.g. il the pericd of lhe rental agreement rtas substant ally :ha same as 
the remaining life of lhe property). If this were the case the company's gearing wouM increase even further. Furthermore, 
there is less value in terms of ownership of non-current assets which may be used as security {in the farm of a charge on 
assets) for the ban. It is also noteworthy that, in a similar vein, the increase in other tun-current assets is due to finance 
leased plant. Whist it is correct to include finance leased plant on the statement of financial position {applying substance 
over Form), the egal position is that this plant e not owned by Deltoid and offers no security to any prospective tender to 
Deltoid. 

Th.erefcfE n v art ol Deltoid's deteiorating sparat ig anc cash generation pe-Tcrma-ice, i -nay ::•: adi' sabe rut to renew 
tie loan 'or a further live yea's. 

(b) Although the sports club is a not-for-profit organisation, the request for a loan is a commercial activity that should be decided 
on according to similar criteria as would be used for other profit-orientated entities. 

Fie main aspect oi granting a oan is how SECura the loan would be. ~: this Extent : i foir ol capital geaiig ratio shwuld se 
calculated; say existing long-term borrowings to net assets [i.e. total assets less current liabilities). Clearly I mis ratio is high, 
lurther roTaw rg woi.d -e at an inc "eased n'sk. The secorrda'v aspect is to rreasce IhE soots clubs ab ty to re:ay the 
interest (and ultimately the principal) on the ban. This may be determined from information in the income statement. A form 
of interest cover should be calculated; say the excess of income over expenditure {broadly lhe equivalent of profit} compared 



IBZ^ 
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to |the forecast) ntaresl oaynnerts. fie higher tn s rat o tne less risk ol nterest default. he caliL at ore rtould oe xi^dr- J : r , r 
four years Da ascertain any trends lhat may indicate a deterioration cr imprDvement in these ratios. As with other p'ofit-orieiHed 
entities the nature and Irand of the income should be investigated: far example, are the club's sources of income increasing or 
decreasing, does the reported income contain 'one-off' donations [which may not be recurring) etc? Also matters such as the 

rrar«at va je of, and existing prior charges ana ost, any assets intended to te used as security fo r tie loan would ce relevant 
to the lender's decision-making process. It may also be possible that :ha sports club's governing body {perhaps the trustees) 

may be Ail ing lo g « a personal guarantee ; :r the oan. 

4 (a) For financial statements bo be of value to theirusers they must possess certain characteristics; reliability isonesuch important 
cha r a:terislic. In order "cr financial statements to he reliable!, they rrjst faithfully rep-esent an entity's undenting transactions 
aid other events, "or financial statements to achieve faithful representation, transactions must be accounted for and presented 
in accordance with their substance and economic reality where this differs hem their legal forrr . Fee example, if an entity 'sold' 
an asset to a third party, but continued to enjoy the Future benefits embotfed in lhat asset, then this transaction would not be 
represented faithfully by reco'din.B : as a sa e (in all orooaoility the- wol d te a financing transaction). 

The features that may indicate that the substance of a transaction is d liferent from its legal form are: 

where the control of an asset differs From the ownership of the asset 
where assets are "sold' at prices that are greater or less than their fair values 

:hr* jse r :::: zns a= pari r , ; ~ ag-een>en1 
■where there a r e a series of ' okei transact ens. 

ft should be noted that none of the above necessarily mean there is a difference between substance and legal form. 

(b) Extracts from the income statements 
(i) reflecting the legal form: 

Year ended: 

Revenue 
Osstcf sale- 



31 March 2010 


31 March 2011 


31 March 2012 


Total 


$'000 


l.'C DO 


5'coo 


S'COO 


6.000 


nil 


lo.cco 


16,000 


(5.0O0) 


nil 


.;.' oss: 


(12,986} 


: odc 


nil 


2,014 


3,014 


nil 


nil 


nil 


ni 



Gross profit 

Finance costs 

f-Jet profit XOOO jjj ~~2\])14 3.C14 

(ii) reflecting the substance: 

Year ended: 31 March 2010 31 March 2011 31 March 2012 Total 

$'000 $'000 S'OOO S'COO 

Revenue nil nil 10,000 10,000 

Cost of sale (nil) nil (5,000) (5,000) 

Gross crcft nil nil E.CCO -,CCO 

Finance costs (600) !£6D) (726) (1.986! 



Net profit ;SO0) :tiJ) 4,274 3.014 



(c) ft can be seen From the above that the two treatments have no effect on the total net profit reported in the income statements, 
however, the crr/t is reported in different periods and the classification of costs is different. In effect the legal farm creates 
some element of p'oift smoothing and completely hides the financing cost. Although not shown, the effect on the statements 
of financial position is that landing the legal Farm of the transaction dees not show the inventory, nor does it shew the 
in-substanoe loan. Thus recording the legal form would be an example of off balance sheet (statement of financial position) 
Financing. The effect on an assessment of Vvardle using ratio analysis may be that recording the legal form rather than the 
substance oi the transaction would be that interest cove' and inventory lurnover woud oe nighe' an:: gean'ng ower. Ail oi 
which may be considered as report 03 a more favourable oercrrnaniie 



their development period. Borrowing costs include interest based on its effective rate (which incorporates the amortisation of 

discounts, premiums and celah expenses! en overdrafts, loans and (seme! other iiranoial instalments and finance charges 
on -"irance eased assets. ThEy nay ba basEd :n specifically borrowed fjndser :n the .veghtEC awage cos): of a pcol of funds. 
Any income earned from the temporary investment of specifically borrowed funds would normally be deducted from the amount 

to oe capitalised. 

Capitalisation should commence when expenditLie is he ig incurred on the asset, which is not necessarily from the dale 
funds are borrowed. Capitalisation shou ti cease when the asset is ready for its intended use, even though the funds may still 
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he incLm'ng borrowing casts. Also capitalisation should he suspended if tnere s a SLspEnsicn cr activE dEveloprrert or the 
asset 

Any borrowing costs that are rot eligible for capftafsation must be expensed. Borrowing costs cannot be capitalised far assets 

measured at fair value. 

(b) The finance cost of the loan nust 00 ca :l ated us rg the Effective rate of 7-5%, so the total finance cost for the year ended 
31 March 2010 is $750,000 ($10 million x 7-5%). As the loan relates to a qualifying asset, Hie finance cost (or part of it in 
this case) can be capitated under IAS 23. 

Tie Standard says that capitalisation commences from whEn expenditure is heingincurrEd 11 May 2009) and rrjst cease when 
the asset is ready far its intended use (28 February 2010); in this case a 1 0-mcnth period. However, interest cannot be capitalised 
during a pericd ,vierE ckv: :::h>viI acl vily is sjspendEd; i this case tne two rroins al Juty anc August 2C09. ThLS onry Eight 
months of the years finance cost can be capitalised = $500,000 ($750,000 x 8/12). The remaining four-months finance costs 

:f 3J25C DOC tusI oe espEnsed. IAS 23. also says thai nterest earned iron IhE temporary investment o: spec ; i: loans shouki oe 
deducted from the arrcunt ol f nance- costs that can he capitalised. However, in this case, the interest was Earned during a period 
r wh ch IhE linanca :os:= were NOT being capita sed, tnus the inters! razaivsd & 143, COD wouki ha :'edited Id tne ;n::no 
statement and not to the capitalised finance costs. 

In summary: 

$ 
Income statement for the vear ended 3 L Ma re it 2010: 



StatEme-i: sf nran:i3 zoi 1 on n it ill v arch ^CIJ: 
Prapely slant and Equipment (finance cost eernsnt :nlv) 



lllll— Ifclll 



■m ooc 
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Fundamental* Level- Skills Module, Piper F7 (INT) 
f nurwlil Reporting 4 International) 

1 <a) f*rem*r 

Consolidated statement of comprehensive income lor the year ended 30 September 2010 

Iteww* f£?,5«) + f4£>,rj00 1 4/1 ?t 4 ,000 inhtA gurmp mIm> 
CostofsataiwCi)) 

&g» piolit 

Uilnbtilon costs (2, I I2M 

Admintflralw*' eupmM* ( 5.50Q + t?.400 M 4/l?» 

rmaKE ants 

Prolit belae Ua 



December 2010 Annnn 



S'CXXl 
103,600 
(78,8503 



••■ i.-.'... 

(2.WM) 

(6.300) 



<Mhw comprehensive incwi*: 

Can on availafctetor-wlo irwntmcnls. 300 

(lain on fevd&udNon cl propel ty KXJ 

TfOdl olhef «Mnp<«lM<HW« incom* far lh« year 800 

I'.H.jI <'niii|ii«lininNR income; 11,750 

Prc4it for yea alribulabtc to 

Lquity IWhMn << Ihc parent 10, 760 

N«tc«*t(illinEJnlrt».m.l..'WH>«*l)Hiiw 400 URP + M rndutc4 dftpmanlianl * 2WI 190 

_J^_ K 10,950 



I ' : l . ,,i,i|,|. ... ., „, ,-, !i. t: .. i !l. In 

Lquity hcWeis rt WW' parent ( 10, 7*SO + 300 + bOOj 1 1,S :- 1 

Ni:« i iTrfilfijIlirig inli- ■ •■•.: 190 



Swrfoid's nrofifc. for rlw >i-.* «v: mrw ?O10 r-f W$ miHon ore $2-6 nnlk*i <3.900 . a- T?> |*? *q,iBaiiwi and 

513 million PI** • >|nMai 



4b) ComoiKJated slatemtnt of NjixfmJ po*;ion » at 30 September 2010. 



S*QO0 



Hon uirwtf .issdts 

fi"l --rly. ptart and oiu^*ir-u! (■« tii» 38,?50 

<U»dw«(w{iii» 

AvaiUMc-lor-sate muniments 1 1 ,800 - «00 e«isWeraoor» r JO) gain) 1 ,300 

48.850 

CtMKfll MtttSfW IM) 14.150 

lotdl assets 63,000 



Lquity <nd UIIIBtl 

i $ l ah n ■: 1 1 2,000 + 3.400) * [Mi}) 14,400 

Share premium 9,600 

I <ji>4 ivvdutdoo «Mive . • ■ • i 

■ ii m - mMy merve (?kx> + 300) 8oo 

Retained eamnfp (w i») 13,060 

•■ 

Men ramlroll Ing inl wwt ( w iv%)) 3,690 

lotal equity 43,660 

Non-airrenl baMrbre 

6%l00rtnottt 3,000 

:.Ni!-MC lutalilm (10,000 - fi.fJOO .\bO irile.i rjc«ip bAncr) 16,490 

Tidal equity rtrtl hat«liti« 63.000 



**__*v 
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lii_i_N__ 












Working* in $ r O0O 








{» 


Onl dI k__ 

RfMrtkif 

Sank*. (3 1.,000 x 4/12) 

,p|iur__se- 
URP in iirw»*3f y 
Reduction t» _cpr_cla_,n ___|_- 




70.&00 
12.000 
{4.000) 

/8.8» 






ItM UWaabed fH-rrfir (llftP) ■> invenloty isc-ilnil,**! ,m $3 


mdbcmx 


28/125 _$4oo,ooo 






Nmi cuiwnl assets 

ftemk-r 

•■ll,' | | 

(jii v Jhh raduelkn ._ _a_i__li_ri 
Reduced 4fcf*KMlK» 




2_.[,00 

a ioo 

{1.3-_> 

so 
36.260 




(It 


Goodwill in Santont 

ll ■•.■.--.lriw:|* 4(1 COSl 

_i_ _, < 5,000 x 80% *_/_*__) 

6% loan noles <_,000 * 80* ■• 1 U-V_00> 

Non-cwntioilinft inters CWWO » Z0» j *3 50J 

Net assets (equity) of Sanford ai 30 Septemtiet 2010 
1 1 ■sl-acquisition piolits Isrc abw e) 
l.i i v,iIih- ffdjuStlTHtil f'H pfOpMt) 

Net assets ,4 d,__ ol ao _i__lion 

GMdwill 


C9.500I 
_ . _ : i :-- :• 

: .:■»■'■.' 


13.000 

800 

3.bOO 

16.300 

{7.0001 
9.300 






flic 2-<l mllboo share* ib.oo is**:, by 


Pienhtii at S_ each would be r«c_dc<l a* share capital et 






S2-4 rrilkK> oral slim ' >9-6 rwlfcoii 








[M 


CAmai _u_K 
ftmiicr 

URP in tir-onor j _____ -__ 
lnlr,«__j-H^M.ii_» 




12.500 

2.400 
(400) 
(350) 

14.150 




;vi 


Retained earnings 

rtwnkr 

San Hd !■ SI w i.i_mIh mdjuned ; i il 

W 1 .300 - 400 URP < 50 i Hi i 1 :!• •; i • wtion) k SO Y.> 




12.300 
760 



■M ! il. I ,»-|i.iisi|i.iii 3.500 

ftHt-dcqiMsMon j»c*t 1ic*i Income statemeiirt 190 

3,690 
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U) Cav*rn - «*t*irwnt c* cOT>pwh+nsw* HKOtm for tr» *«« •n*HJ 30 S*[rtrrnfc*r 20 10 

S'000 
RewwHie IA?,500 



Grou utolit 

Oitfrilnjtion caste l&.bOOJ 

AdmMslNi6w) wpcnv!«. (?5,000 - 18.500 d^KWui* (w (iiiM) 

TOO 
Finance- costs (300 4 ■«>(}<« (uH * 3,0S0fw<ivl>H 



Other oompiehr-nsiwe inccmc 

Lou on Auibbtc-lor i*> inw-sJmcfts 4 I-j.BuO - 13.500$ 

Gain on levdtualiofi d tar*) and tuiMiiigs («<ii)) 

Tidal ulhiT c<mip)«;lwis«K lonv-. in llw 1^.11 

total comprclnsiswe Income 



;.':::i;.v 

aoo 

(1,500 ) 



<b) Owen - Statement of Changes m equty fc* lb* j*«r *neW 30 Sepfttn-ftw SO 3 





Share 


Share 


Other equity 


Heva luaticn 


Retained 


Mai 




capital 


prtn m 


reserve 


restrve 


earnings 


■ i ■'■■ 




S000 


$'000 


$000 


S'000 


S'OOO 


£000 


.it i October ?O09 


40,000 


nl 


s.ooo 


. r .ih:n: 


12 100 


6?.IOO 


Rfllils nun t* ("ii)> 


.. : ■, 


1 I.OOO 








71.000 


MvWcnds <w 4M)» 










( 18.500) 


(18.500) 


CoMprehcnsivc Income 






ritJj 


$00 


:->:i ■•<:■ 


119,290 



Ralanrw at 30 Sepje*nn« 70 10 SO.OflO 



I I .tiWi 



7,fltX> 



14,390 



I 



<e) Cavern - Statement of IWianoal position a* at 30 S*£temfaw 20 lO 



51. loom (HUT 



•'••■ i Is 

Nmt uinml .isv4s 

! : ; ilv. (idrtt and cqiafMlall (<3 I 

AvdiLsble-laMalftlrwQlioerills 

ClMKfll .n&efo 

Inventoiy 

. .1 . . !■ 

M.sl .r.iHs 

Equity mdiaUitin 

Lquilytsw 1 1 'i .itoj'j 

Lqurty shates ol 20 cent cadi 

Sliaie premium 

KewaliMton irtenw 
Retained earmngs 



Neat uiimit tolxiibrt 

an la Jeconlanwutwn costs {4.000 - 400 (w ill))) 
attain not? twl«» 

Cunert 

liatfr payables 
Bar* w«rcMl 
Curienl tax payable 

lotal equity and totalities 



1 poo 



29.000 



11.000 
700 

/.mo 

H.390 



4,400 

31.260 

3750 

21.700 
4,600 
5,600 



5000 

92 900 

13.W0 

106,400 

" ■■ 
bO.000 

33JS0 

83.890 
.39.4 lO 

:i :•:■< 
:<•■• /:■•■■ 



£> 
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Wwkings (monetary fig.ur« in bracket* in $'000] 

*t <* Si** 

Pc» Iriat bafc«ix D 12S.bOQ 

Depreciation ci tulding (3fc.ttX.V18 yean) 2,000 

fc^KHlk>nci'iiewpl*NtC14,tifl<VlOyeArM 1,400 

D^edaiBo^eu5*iiBi*ntaii(i«l«ipnK*it 1(07 .400 10.000 - 13,400) > I' 5,800 

<h> Piopnly, plant and equipment 

Thft IK!* |:tmJ n( SIO rmlbtin slmuH li* gw>sse<l up by the prcwisiici l-n lit.- f.e-v*i| value ri Ih- nl ITHl Pd Mill C 
daremlamiiialion costs oi S4 million to gK* a gross cod of $14 million The unwixlitie c4 trw [inmsioii mil gv- 
a inancc cost in Bk current year (A $4UO,rjoo r.4,WX) x 1 0%.) to give a dosing prouston oi $4 1 million. 

|il»«*in on (evaluation ^r>l canytog amount tf the land and (uiktir*: Ml be 

VWuMHan so SeptemlKi P0O9 13,000 

Building, depreciation •: * (iH (2.CO0) 

Carrying amount berote revaluation 4 1 .000 

Revuhubon - 30 SeplenitKf 201 41 ,800 

Gain on rcvahiahoii fl X I 



rri^cairyliigamounl of Ine (4an1.ii hi equii tiki swill I- 

New plant 1 1 4 ,000 - 1 ,400) 12,fcO0 

Lusting plant and equipment (0/ 400 - 10.000 - 13.400 - b. WX « 38,'jOO 

51,100 



tM»> Rigjiis teue/ftmlMdi part 

U*se*| c«» 250 milhon <bO mitem • b - as shaies arc 20 <wKs e#:»ir shores in issue at JO September 2010. a ngMs 
issue ol 1 tor 4 on 1 Aprd 201 wouM havo HtHHod m nV issuw ot bO mlton new stuck i?bO niAon - 1 2bO minion 
* 4/5)). Tlirs wouhl l« teconteil .-,■■ • d ul %10 iiiiISmhi tPQ.GlX.i x ?0 i«iKlaiHl state pieiimanol SI I nnllKiti 

( 50.000 * (42 <:«4s ZOceftfeH 

Iho drvkfanl ol 3 cents pci stwre paid on 30 NowrnPei 2009 v,ouW have Lot-it based on 200 nHlk*i shares and 
been 50 mittwn. I !-■ i • ■ nfs pet shaft jiaMl on 31 May 2010 would have been based Cil Z50 millon 

sliamjinif been $1? 5 miltan Tl prrtuw H*- k.i.i drwucirts part, mmxrcclly mcltidisi in .»lnnnisii,i4wee«|3enMs. weie 
Sl«-S rnillion. 

Ovi Loan note 

Oh: run ■■ '.I ■! I'n' I., in ii .J. . -:l In. .!!.. - i.. r.ili i:l 10 -J .[■;!"! ' lii' r.i ir- .:.V ''.I.- :..:i,.; .' 
$30-<i millicti, k$3'Oh nihtHi fir- irntsl ,*.1ii-ilry ptM is t2"4 biiHmii The iIiII«wh:it ImIwomii Hk-* anxtirirs dL 
$000,000 O.OflO 3.400) »s ed*?J li- the r«miR amount of tins toan note lo aw S3 ] 20 million {30.600 - 660) 



Piowuan requiiH at 30 S*f*-u«m ?010 U 5.000 » ?f>%) 3.750 

ftows«n a\ I October 2009q|P ■■!.'-•...■ 

Ciedil Oeduelion in ptovHiory to income staten icrnl 250 



3 Note refereiu** to 2009 and 2010 should be taken *s being to Ok yeas ended 30 September 2009 and 2010 resiwdivery. 

jtit ibil -, 
hmm statement performance: 

M.-ai.Jy\ iih-'Ltiiv* sli^nwitt u-Mits iji^iii.^ic.ifly *Jk>w life Hllti K -;rf tlfce iIYvaiiEimii an llir- [;!. bK«1 r-. iMvmiy. rf«vi-fHH?s .-*r- .lirAii by 

]»%(fi.i)0ft , 3tj.00O* 100). grcas ptolir h,» idkV-n liy W% and a hetfhy rftcf ta« proM or $3 !j nullum has levrrscd to 4 toss c4 
%2 I million I hese aie rcllectwi in the piolit doss) margin ratios shown m ttie Jppcndrx (the 'as reported' lifturcs for 20 10) Sim. in 
mm Ii« ted to a 15'?-'. ralwn <ni «|uily Iwiiij' wwiivmI hi ;i tv%\,ti<m Mum ot t 1*9%. hhwtow, a I -•• analysis shcuw rti.tt Hh' 
lesufts an not quite .ft bad <A llwy Seefli. T Ik* doWiituti i Iwtv Jiie>.tly caused v^v-m jI jIJiIiuI ul Q0Sb in 2010: employee severance,, 
property in*Miiments arid tosses, on investments (as ouantihed in the append*' !■ these are probably al non-recurirv! costs and 
could Uicrclac (U5t*i)Wy be excluded from Die 2010 KSi iH - 1 ttttM Bk 1 company* 'unKjerlyaig' peitonranw 11 l.tiis it 
msirts l< Hardy mi 20 10 .tiiK.il li> l*r much bdte than on first siglu. .ilriKK^jh Mill rwl as g^ni ,in mos* >ef torted tor ?0Q9 A gross 
marginal £7ti% ni 2009 liM Wleil lo«nty 23 11 (rather m#i Hrie reported nuigmijt 13 ■>*•) and the puitil tor period h«1.jlkn 
1ronnS3 0rr«llMTii'! ■' »)to out) 323 million 17'SX) llsl^ldars<>benotedBi*tasvi^.BSltie«allmt^ 
Uw related inYnlnwil mkchthj Ivrs als« shown a shaip ifotlim which Ihs cmtntuled to kwni | ^ ■ fib ii i 20 1 0. 

Given the economic climate in 20 tO tin** are probatl/ leasorMbry goal resorts and may justify the Ctialiman's comments. 11 should 
be noted that the cost saving measures wtucti have hclpwt to mitigate the impact ol me downturn oouM luw some unwelcome 
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effect* slMnj*d iradkng «ifnM«M» imprw*. il ntay <kH lir easy Iti is Imit «iir*i>'o». and a la«.h <st ad««(lMr«ij may <-iu*e * kiss «* 

niarkel sh,*<- 

S1a1#mpnt <rffia»ri£ijt p04iti0it; 

Perhaps the most obvtous aspect of rite statement ol linanoat position ts Hue tali In value lS8 b mMionl ol the non-cunent assets, 

most <A which »s accounts for Ipy k*ses ot S6 rmlliori and SI 6 million RisftHtrvely on Ihe proper li« and invesinionts. Irericalty, 



• I 1 'i in 3 

De^at*! lb* downturn. Hdufcrt tquidily ratios now vwwi at acnejrtable lewis (ItoMgh Ihey i*k.hJH Ik cxmpmd to manuiacluurtg 
i iimn) compared li» Ihe low rain >s in Wife. The brink haUuce has improved by $1 - 1 miirwn. This has bam helped by a 
i il ri/ghts issue (this is in ilseft a sifin of shareholder support and confcdcncc in the tuturcJ raising S2 million and kcepng 
arJomrtX firvlil p«ik>d under contiril Some of \tv. proceeds of tw> rirj^its issue afipe-.it to Iwivc lw-n us«f In induce Itie tvinli 
fci.m wliKii Is smiuUh at it- iin.i i. n»g casts lum Incmaead tuiMlwatily in ?oiO. I oolutig .J Hie mevMiert on wUhkkI Kimnys 
(6, SOO - 3 , IOO - 3 ,900) It can be Men that Die company paid a dr.-iitond ol $800,000 during 20 10. Although this & only hall the 
drwdend per share paid ■» 2009. it may wwi unwise gjven the tosses and the need tor tfie rights issue A counter wew is tlwt the 

|Myntoftt of llw ilrkhliHJ may l«-v»-n ,in,imi;ii Of OOHlklcnM Of ttfUll , II JbOuM Kto Iw- iiiuiitKHnsl Uwl tht- WCftt Of tftt 

.s*| by the downturn (specilkafcy the property and investments losses) are not cash cosls ai>d have therefor* not affected 
bquwhty. 

Oh; ift:n.sv^ in Hie inventory and wurk in |«.£ir-vvlnl.]in£|*'H -.J in I ivrfllt^iMtlecbcnpefkritMngalmCiSt unchanged 

appear to cenlidHliit Hie dechrMng sales aetivriy ami should I- invesltj-ated AlHhJugh Ihwe is iiiuiffa mm it urfoniiabori i?-, .-' nhl- Hi- 
trad* payable* cmM period as Ihwe is no analysis ot Hie owl •-•! s,ii<-i lifiiim^ it .iif-.rs itwii H.mty Iws reoervmd rajended ctedii 
which, unless it hod been affced iwth the supiphov. hos the pokflbal to I ne, retaining luturc supplies of gOOA >:«'< 

Gearing: 

On tlw reported figures debt to equity shows a nwdest increase due to inrom&itolemcnl to*«* and the reducbou of lite revaluation 

leseiw, bit tins has been nmhgatcd by Hve repayment ol part ' ' " ■ loan ,jnd the rights issue ~ 

Conclusion: 

AllfHX|di KaiJy's leMits Imvk been adveisdy .itT--< l"l by thft9bbtl acuriBpe,situ.ilH:«i its lahl'-ilyiiii'. f.:il'.iiriianc« is iHit a* \\*i 
as lust impressions nii#it suflflest and suMrats the Chanman i.-mi, ir. " In company stiH retains a relatrvcty strong statement 
ol financial posi&e-n and liquidity positi> u < ■•■■ i "I i »* help s%mt« ^nOy shi >i irrlisiwi* im|irove. Indeed die inipuirment 

■ il propnl', ;i"id in.r'in-- it'., -ui, t '.i-ll rrvursp in fcfluiri li v.tciU be .i us^fid eseifjse In ixii^ki Ki«ly's [lerliciimfiiice ifcairig llws 
dlhitull bn>» to that of its compelitef s it. nvry «wlt be n ml ili 2030 results were lelattve*/ very good liy oumpar Ison. 

Appends 

An impoctant aspect of assessing Ihe pamnridiKO et I Imdy tec 2aD0 <especulfy in comparison nith ZOOS) is to identity the vnniaet 
it mI several 'ana t^I'dwrges ti,i« li.fi mi l^lf>tM•lfl^ ::f >M10 rhesi- i*i.*eesafs$l -A milbon redundancy aists ,m»1 .iil-S>nnlliai 
(6,000 4.500 prvwiiK surplus} fiopr. lv n I mini iml . I.ilh iirlmicd m cost of sales and a S I d mdlion loss on Die maitet value 
ui inveMm. nts i. li.1..|iri^li iiini i ••.:.-i- isM. Uais in cakuiating Ihe "undiiiilyinft.' fef>uics tor 2010 tbdow) the adjusted d»t 
.il s.iks is %?? I millim (?Ii.":-:MJ t..TO0 - l.NtOl m*\ llw aiiniiiiislr.rfr.-K ejipenses .*« 0-$ iniliMi <4.9«) - I ,$00) Iti-s- 
ailjiistmpnfs h»il tan^ti m ^m an ymt«^ing gn-ss p«c*tof S6-8 millrr*n4,0ftt * ]„¥i0 « J.50OJ ami an unledying piofit In 
theyear otS2 3millk»H-2.]i'.« 4 1 iOt) 1.500 • LflOO). 

Hole: it is not apf«i:fmale to revise ' lanl, s eouity (upwards! tor the one-oil tosses when calculafanp. equity based undetrying llgures, 
as Iha tosses win be a coiHinuang piwrsfiPfnty (unlev. ihf^ itvwisej won i t'mli«<n fulunr earnings rec<w&i. 

2oio iooe 

uriin , ■ 

cioss fforit % ts.eoa'W.boox iooj 

PidH (loss) tor period % <?,»30,?9 r 500x 100) 

Return on equity t?.-"MXV 1 7,600 x 1 0O) 

Net .wsct (token as equity^ txirrHwer <2d,&Of>'17.$0O) 

Debt tj equity M,0Oa'17.i5OOF 

Cuuwt ratkr (6,200 J^OW 

QiIcIiibUo(4jQ00^4CX» 

Mcocwattes ccttochon tin d*> • I ■■ i) 

Irwentoiy mvi work in proe/i»ss IwUing period (2^00^5^500 x 365) 

Note. IIik tonuses kx trif cakulatiui d tlie ?O10 ucKtoj^m^' ijIkjs Imvh liewi iyitu; tluSe ut ?O10 as ie|X>ittxl' .aid ?OCl9 cut l^ivl 
on equivalent tgwes Ifonn thr sumrrvinsmd lnw» kih! statements provntrd 

Alleinuhk-c lalkist'cakiriaticris ore acceptable, tor cvaniple net asset hwnover could be catmlatod iRing tdal asset, toss cmTcnt 
hatilities 



i:..:-' , ■':' 


as reported 




23 1% 


13 6% 


2/8% 


78% 


t71>% 


9 7% 




i 1 1 9Mt 


1 S ?% 


1 ,'hni-s 


some 


1+jhmcts 




same 


21-7% 


18:1 


same 


l>0 I 


1-2:1 


same 




27 days 


safitt 


:v ■! .,- 


31 days 


same 


•" lays 
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i. .lhc^iiia»^<ip*4)rfriwtjs.wi*>iW.itwKfjHvll' m • in International 

Acoourrtng Standard, FAS or II KS (or an Interpretation) speclrnally appfees to a transaction or event the accounang pefcey 
uvdmustbea&pw*sfnl- I in Itul Standard Ualdifj in la account any Imptementaaon Gtidame within Iho Standard) In the 
itffirtKi? nl a fvf^iivl.ad. or wtwrn .» Standard crail.ens .1 ctlotGe it prbrMts. mjn.igenwnl mini iiv; rts pmtgrmaul in riff*, 1113 
accounting polickri ttwii insult In uit.Miiuil>:>ri that is relevant and rclabte ijwn 810 circumstances c4 Hk transactions arid 
events. In making such judgements, management should relet to guidance in the Standaids related to similar issues and 
tfw definiltoos. ittcognrtkn criteria and measurement concepts for assels, liabilities, income and expenses in Ine lASB's 

Maikagcnitml may also ecnisufei (rionfltinoRnmrfs ol 
ottm standard-selling todies that use a similar conceptual Iramcwak to the IftSU. 

A change in an acftxinartft policy usually icW« to a cnangc d piirtcipte, bos* or rutt being applied bv *• etWty Mounting 
estimates aje used to messum n« csiiyins. amounts "i assets and laJbU lies, ! '' related expenses and income Adi.anj-in an 
accounting estimate is a reassessment ot the expected lutuie benefits and obbgutiorK associated with an asset 01 a liability 
Ihus, for example, a change Rom non-deptcciaflion of a buiMing to depreciating it over its estimated uselul lite woutd be a 
change of acoxnliiig porky. To clwmge llw minnte of il* useful life wonU lie a cfoangi* in an accounting trttiNUla 

{b> (D The main issue here is lite estimate ot the uselul Me at a non currcm asset Such estimates hum an important part el 
the accounting estimate oi llw depreciation charge Like most estimates, an annual sewew c* thru appropriateness is 
i")iiin!<ll .ind it is nut uiunual. as in Itiis cuv. !■ ■ irwiv! II*- i:Mini,il»- if II m- ■ 'nl life tti \l.nfl II appears, 

h 1 1 11, ■ nfof nvflnn in itn Djunalfa 1 Ihattfie 11 ;> i-av m \'">- --viri.it-: 1 i-n -Mining wAINi of Mi ptanl 1 basalt 1 ta 
genuine reassessment fcy Hi* producben manager, f his appears to te an acceptable feawn for a revision ol the plant's 
ite. whereas il ttoukl be unaMwptatile to iiKieas* lh* «4iniatH sinfiiy to«r»|nnv* Jh« cnmpan/a rrpcaled profil. That 
said, tlie avsistant auxitriUiils vakulalkin u4 11k financial i-flud of Uk revised We is ii»-ui«l Wliere Uiieie ev .111 
Inaease (or d«aeaw) m the eshmaled r«malnlng Hie a j rw«n:urirn( a^-. -1 its i trying amount (at the lime c* the 
rcKTSion) is aMocated owi the new iem*imnR lil>- !.iI1it .hi p.wifi 1i:* in, i^Nrw* -d rrMdual value-) I he cairyin)! amount at 
I O.IiJjkt ?OT& It Si 2 niHNm (S^Dmillkm v: iimIIi.jI ,t . iinnd.il^S «li-j*«d»]lcn) .mil tla-i slUXihl l« *ii&>n itt ovei 
lha estimated leindming Irtn ol su ^t>ars Itsglt yarrs in tot.il less, two alieadyiggad). Tims a charge hit depredation 
of $2 million would he icquned in Bk year ended 30 September 2010 k-avinji a canyinfi amount of 310 million 
i$ ] 2 nulbon - $2 m*KmJ In |h* *l»terwr< <i tinwk.iBl r*M^on at HmI rtViUe A dei.Kei3<ite»n etiarftt for the euitent y«ir 
Cddwt be<ive*de>J .ml tlwie ml be l»i ("lil tolhi- ri- ■ -n k' ••r.il»irn"ii1 as m^esle«J b) 1 tfin .issislrtii.* '.maitant II stKHibf 
be noted that Uw incieniental eltcct of the riwrsfon to Oie estimatsd Mc ot the planl wouM be to improw Ihe repoilcd 
1 , :•.■-,• ;..- ;. :ii i, 1 , , : ■ 11, :;i: 1 ■ 1, . , b hwon ' : ■ •!■- ;■■'' • iinjn bn I n to : I h l$4 mHonl «nd Hi ,.-..: 
■|$? nalii.il) 

(il The appropriateness of th* prcpcse-1 '4ian(j- \t Ihe fn.-sivBj ,-• v ,ii in inv-ni-.i ■, <i>3re dubious than ihr ptnmifs 
taampte. Whirit both m< dk-Js rf il o ,jn:l Avi.i h ,,n *,■ eptablc nrtlwds c< valuaiR nwentory under IAS 2 In* 

1111I111: 1 uttOI Id h i ■ i.j-.-1-rl .. 11, 'h,rt ■' -.:r--r: ':• ;■■ r. in r , , 1 I . -i, n. ■,..'. 11 fi«IHDI .• haMM 



n> -4 oth.-ous .jgf is mat changw, iww HI t> in AVCO will cb .-•■ ■ nducfion h U» walu ol Uii dadnginrnnta) si 

30 September 20 JO rtinii-j*-l f ' imim n.. .ising. both the valuation <i inventory and wattled profit 

A dwnrjf in dd i^irtvif, pf*cy must be accounted Icr as ir the new policy had always been in place- i.ietrospcctwe 

.; ■ iliull" i i :hi-. rage, I •' I' • '.I'ji'i!.: ! lOSfiplW !".-'' '!". I- 01 9K ' pOfmV: -iirl -I'- 1 !:: in- '■ ■ :: 

k> be im»ied .si AVCO wtn.J. *ou'l<t r«hK* r«part*d p-iofll I ■, £400,000 «$S»0 nnfran Slfi m*««i> tS I ■> rnMion 
$13-4 million) - i « Ihr mowrrwnt, in Hit values c4 Ih* dpftraiig /hv\ rinsing inwrfoiieA} Tlw nllw elf-si d" Itift clwiific 

Mint* oi i! i' i i.. ">d earning t-r n.i.ii ,-, ipd aj j octot*«2009, ihese will be «csi » by tf« effect oIBk 

revised mvcftlory value al JO September 2CWJ i.e. %\ 6 million IS 1'j million -S13-1 mUton). litis adjustment *wuW 
hcshw-H ill ■ • grf d rungss ■ ■ 

Fknm u n- infom latia i m the itue&llcft, ihe * iw»r ul »v imiaiut a making operetta i is .* rutiudurlng as .teiine-i in I as 37 • 

■ pnwtsfonf^itadotiin4Dsftwiibftni{uiwMl 

in the year ended JO September 2010 Although the Standard says that ,i l&xrd of dlrcdcfs' dccWon to dose an OpetaUoi, is alow 
not suBbacnt to buggoi .iptovisiontlirorlK") adior&ci tteniiintieernent, informing employees, customers and aptcss announcement 
indicate lhal liiis is an iueveisiUe deerskin and Irrat tlieielcce lhe«& <s an i.fcliga'ln$ evtrr it. 

ConwxiflriiiK on *.kJi element m inm tat bofti 

til factory .ilri pldrt 

Al JO Septembei 2010 - these assets cannot be classed as held-lor-sale' as they are slill m use ti e generating revenue) and 
Hm-*w? areiKit utttlntAn titf v*: fViilh asMils will them- in: < ■ ■( ■ n r r i •■ - :■ I- ■ J • | ■ i - d , i **>: I 

Despite Ins, il does apf#ai Hiat tr> pfert is impaired Rased on rts cai lying amounl uf S? 8 mtftiori an mipairmant charge c* 
12-3 million (S2-8 million - SQ-5> million] would be requiredtsubject to any lurther depreciation tor the three months horn Juty 
to Septemtwr 2010) I te «tjft: W gain on the wle d the l»elory umnol I* lewjgnfted <* uwl to <!«wt the irnpaHrno* clwiee 
e« Hk phiiil. Tta mifMiiniittii Charge hnat pail "I tlie i«sliuJuimg [JtovWon, but sIkhjU lie ieinniK<|i with ilw il«ti«iatioh 
chafge tof me year. 
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■i I,-..,... . Will 'ii.. ■..!,..■.• ,•■•,' hi i i .'.-,..[, llu i . i... • .i .i ,i, ii i'I .„ i.,-.. 4, ii ., .i, ..!..■.. ,i ..' ii i. 1.1,1,1 . ,i; 



At 30 Sc<*imbcf 20 1 - a provision fa* the icdundancy costs d S / W,000 should tc made bul tltc retraining costs relate to 
Ihe ongo«ng aclwss of Maiwo and cannot be provided fa. 

M 'Mi Sfptemrn ?0] I Hi* redundancy eiwts inclined dialog Hie y*ai Will l«- fillset agamsl ll» pHMrtunn < 

Any under- or over-provision win be repotted in the income statement. I he retraining costs *IB be vnittcn oR as they are 

Inclined. 

Mm frsdifg h 

The losses to 30 September ?0 1 w* be reported as part of the results for me year ended 30 September ?0 10 The wpected 
losses Horn 1 October 2010 to the Ctaunt oil 3 1 Januaiy 201 1 cannot be provided in the year ended 30 September 2010 as 
they relate In ongoing activities and wIB thereto!* he ipfKHted as part <A the resuAs to Ihe yew ended 30 Scptentwr ZO] 1 .«, 
they ate iitutfted. 

.1 ShOtlM al» l» CCftfMMtd whftln Hi* do\«e lutfils Ihe definition rtf a ditCOntinutd OpMatiCft in ACOwfcirax ^h iFIK 5 
rYOKUffltft as»(5 Wpf Cjy arte *> . . i d ^Mffld*-.? At. there is a ecu* rjna ted ptact to dispose ol a *ep**lc map* lint; <il 

Sxisiik*.%<iIk; tniriiiiie niaking of waiion is lieated ea an cpa w Bti g sagaianl) this pr ttwUy h mfeconllnued ofiwatlow 1 1 . 
timing of the- doom nuans lliat it K. nut a discontinued operation in tlw ytai andwl 30 Septembei ■■'* ) 10; mUw il is likely that it *ill 
■i i the year ended 30 September 20 1 1 . Some commentators believe that this creates an anomalous situation in that most 
ot the closure oasts *wc reported m tlw year ended 30 Scptemtaf 20 1 tos desalted ubowel, but the ckisuie rtself Is only Id inUtti 1 1 
and wporledasadiso3ritinue^cpe^icninltieyear«ivted30Saptemt« ?0i1 {aRhough ?l* . .jn|Mi,iriv-' figures for ?010#ouM 

ItHill l«d*lft ll«s .is .1 ills; ;:.Yituwed Opajftfl "' 
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Review Form- Paper F7 Financial Reporting (International and UK) (1/11) 
Name: Address: 



How have you used this Kit? 
(Tick one box only) 

| "2 Home study {book only) 
1 1] On a course: college 



| 1 With 'correspondence' package 
□ Other 



Why did you decide to purchase this Kit? 
(TJek one box only) 

\~^\ Have used the complementary Study text 

I "2 Have used other BPP products in the past 

I I Recommendation by friend/colleague 

fj Recommendation by a lecturer at college 

] Saw advertising 

□ Other 



During the past six months do you recall 
seeing/receiving any of the following? 

(Tick as many boxes as are relevant) 

Q Our advertisement in Student Accountant 

| ~2 Our advertisement in Pass 

|~H Our advertisement in PQ 

[J Our brochure with a letter through the post 

I H Our website www.bpp.com 

Which (if any) aspects of our advertising do you find 

useful? 

(Tick as many boxes as are relevant) 

| ~| Prices and publication dates of new editions 
|~n Information on product content 
|~H Facility to order books off-the-page 
| ~2 None of the above 



Which BPP products have you used? 








Text G 


Success CD 


r. 


Learn Online 


Kit 


i-Learn 


L 


Home Study Package 



Your ratings, comments and suggestions would be appreciated on the following areas. 

Very useful Useful 

Passing F7 

Planning your question practice 

Questions 

Top Tips etc in answers 

Content and structure of answers 

'Plan of attack' in mock warns 

Mock exam answers 



Not useful 



Overall opinion of this Kit 



Do you intend to continue using BPP products? 

The BPP author of this edition can be e-mailed at: marymacle 

Please return this form to: Lesley Bulck, ACCA Publishing 

W12 8BR 



Excellent Q Good O Adequate \Z\ Poor Q 

te D wo D 

n@bpp.eom 

, BPP Learning Media Ltd, FREEP0ST, London, 
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Review Form (continued) 



TELL US WHAT YOU THINK 

Please note any further comments and suggestions/errors below. 



